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Notice to Readers
This Compilation and Review Alert—2005/06 is intended to pro-
vide CPAs with an update on recent practice issues and profes-
sional standards that affect compilation and review engagements. 
This publication is an other compilation and review publication
as defined in AR section 50, Standards for Accounting and Review
Services (AICPA, Professional Standards, vol. 2). Other compila-
tion and review publications have no authoritative status; how-
ever, they may help the accountant understand and apply the
Statements on Standards for Accounting and Review Services. 
If an accountant applies the guidance included in an other com-
pilation and review publication, he or she should be satisfied that,
in his or her judgment, it is both relevant to the circumstances of
the engagement, and appropriate. This publication was reviewed
by the AICPA Audit and Attest Standards staff and published by
the AICPA, and is presumed to be appropriate.
The document has not been approved, disapproved, or otherwise
acted upon by any senior technical committee of the AICPA.
Written by J. Russell Madray, CPA
Edited by Lori L. Pombo, CPA
Technical Manager
Accounting and Auditing Publications
Copyright © 2005 by
American Institute of Certified Public Accountants, Inc.
New York, NY 10036-8775
All rights reserved. For information about the procedure for requesting 
permission to make copies of any part of this work, please visit 
www.copyright.com or call (978) 750-8400. 
1 2 3 4 5 6 7 8 9 0  AAG  0 9 8 7 6 5
ARA Comp & Review.qxd  10/31/2005  2:17 PM  Page ii
Table of Contents
ACKNOWLEDGMENTS .........................................................................v
COMPILATION AND REVIEW ALERT—2005/06 ...................................1
How This Alert Will Help You ..................................................1
The U.S. Business Environment ................................................1
Economic Impact of Hurricanes Katrina and Rita .................2
Small Business Confidence ....................................................3
Current SSARSs Developments .................................................4
SSARS No. 12, Omnibus Statement on Standards for 
Accounting and Review Services—2005.................................4
SSARS No. 13, Compilation of Specified Elements, Accounts, 
or Items of a Financial Statement (AR Section 110) ............10
SSARS No. 14, Compilation of Pro Forma Financial 
Information (AR Section 120) ...........................................14
New and Revised Illustrative Engagement Letters................19
New SSARSs Interpretation Related to Subsidiaries of 
Public Companies .............................................................20
Current Practice Issues ............................................................21
Accounting Considerations With Respect to Losses From 
Hurricanes Katrina and Rita .............................................21
Consideration of Fraud and Illegal Acts in a Compilation 
or Review Engagement......................................................22
Independence and Ethics Developments .............................30
Litigation Risk in Compilation Engagements ......................31
Current Accounting and Reporting Issues ...............................33
Private Company Financial Reporting Task Force................33
A Reminder About SSARS No. 10 ......................................34
Current Peer Review Issues ......................................................35
Revised Standards for Performing and Reporting 
on Peer Reviews ................................................................35
Organization of Peer Review Teams.....................................39
Selecting the Right Peer Reviewer........................................40
ARA Comp & Review.qxd  10/31/2005  2:17 PM  Page iii
Q&As About the AICPA Peer Review Program...................43
Accounting Pronouncements and Guidance Update ................43
Illustrative List of Inquiries..................................................44
FASB Statement No. 151, Inventory Costs—an amendment 
of ARB No. 43, Chapter 4 ..................................................45
FASB Statement No. 154, Accounting Changes and Error 
Corrections—a replacement of APB Opinion No. 20 and 
FASB Statement No. 3........................................................45
FASB Statement No. 123 (Revised), Share-Based Payment ....47
Recent AICPA Independence and Ethics Pronouncements....51
On the Horizon .......................................................................51
SSARSs Pipeline..................................................................52
Accounting Pipeline ............................................................53
AICPA Resource Central .........................................................59
On the Bookshelf ................................................................59
Continuing Professional Education .....................................60
Service Center Operations...................................................61
AICPA Technical Hotline and Ethics Hotline......................61
APPENDIX A—ADDITIONAL WEB RESOURCES....................................63
APPENDIX B—REVISED ILLUSTRATIVE ENGAGEMENT LETTER: 
COMPILATION OF FINANCIAL STATEMENTS ......................................65
APPENDIX C— REVISED ILLUSTRATIVE ENGAGEMENT LETTER:
COMPILATION OF FINANCIAL STATEMENTS NOT INTENDED
FOR THIRD PARTY USE....................................................................67
APPENDIX D— REVISED ILLUSTRATIVE ENGAGEMENT LETTER: 
REVIEW OF FINANCIAL STATEMENTS ...............................................70
APPENDIX E— NEW ILLUSTRATIVE ENGAGEMENT LETTER: 
COMPILATION OF SPECIFIED ELEMENTS, ACCOUNTS, OR
ITEMS OF A FINANCIAL STATEMENT .................................................72
APPENDIX F— NEW ILLUSTRATIVE ENGAGEMENT LETTER: 
COMPILATION OF PRO FORMA FINANCIAL INFORMATION ................74
APPENDIX G— REVISED REVIEW OF FINANCIAL STATEMENTS—
ILLUSTRATIVE INQUIRIES .................................................................76
ARA Comp & Review.qxd  10/31/2005  2:17 PM  Page iv
Acknowledgments
The Accounting and Auditing Publications Team would like to
thank the members of the Accounting and Review Services Com-
mittee and its chair, Andrew M. Cohen, as well as the following
individuals for their help in reviewing this year’s Alert:
Michael Glynn, Technical Manager, AICPA Audit and Attest 
Charles Landes, Vice President, AICPA Professional Standards
Sue Lieberum, Technical Manager, AICPA Peer Review Program 
Dan Noll, Director, AICPA Accounting Standards 
Our special thanks to J. Russell Madray who developed and
wrote this Alert.
v
ARA Comp & Review.qxd  10/31/2005  2:17 PM  Page v
ARA Comp & Review.qxd  10/31/2005  2:17 PM  Page vi
1Compilation and Review Alert—2005/06
How This Alert Will Help You
The Compilation and Review Alert—2005/06 is a crucial tool, de-
signed to help you as you plan and perform your 2005 and 2006
compilation and review engagements. The Alert clarifies certain
existing Statements on Standards for Accounting and Review Ser-
vices (SSARSs), suggests ways of implementing those standards in
special circumstances, points out pitfalls that frequently occur in
compilation and review engagements, addresses emerging prac-
tice issues such as private company financial reporting and com-
municating about fraud, and provides valuable current
accounting developments.
References to Professional Standards. When referring to the pro-
fessional standards, this Alert cites the applicable sections of the
codification and not the numbered statements, as appropriate.
For example, SSARS No. 1 is referred to as AR section 100 of the
AICPA Professional Standards.
The U.S. Business Environment
In planning your compilation and review engagements, you need
to understand the economic conditions facing your client’s indus-
try. Economic activities relating to such factors as interest rates,
consumer confidence, overall economic expansion or contrac-
tion, inflation, and the labor market are likely to have an impact
on your client. 
Over the last year, the combined stimulants of easy fiscal and
monetary policies contributed to a powerful economic rebound.
Real gross domestic product (GDP)—the output of goods and
services produced by labor and property located in the United
States—increased at an annual rate of 3.4 percent in the second
quarter of 2005, according to advance estimates released by the
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Bureau of Economic Analysis. In the first quarter, real GDP in-
creased 3.8 percent. Moreover, the U.S. financial system is strong
and well-positioned, and the stock markets have been enjoying
positive growth and gains. U.S. businesses continue to deliver
strong results, leveraging the cost cutting and restructuring of the
past several years. 
Importantly, the current rise in payrolls removes concerns of a
jobless recovery. The unemployment rate has turned sharply lower
from the peak of 6.4 percent in June 2003. The unemployment
rate averaged 5.5 percent in 2004. In 2004, approximately 2.2
million jobs were added. In addition, the Federal Reserve has been
raising interest rates recently; up from a 46-year low of 1 percent,
while stating it intends to raise rates in a measured fashion during
what it believes is a self-sustainable economic recovery. 
Economists are predicting steady growth for the U.S. economy, at
a rate expected to be more than twice that of Europe’s. Head-
winds for the U.S. economy consist of geopolitical concerns, ter-
rorism, high energy prices, inflation, and rising interest rates.
Economic Impact of Hurricanes Katrina and Rita
Hurricanes Katrina and Rita, which damaged the Gulf Coast re-
gion in August and September 2005, may disrupt the nation’s
economic growth, inasmuch as the hurricanes inflicted severe
damage to key areas of the nation’s energy and shipping infra-
structure. The Federal Reserve issued a statement indicating that
there could be short-term economic disruption, but the long-
term effects of the hurricanes should not be significant. Early re-
ports show that first-time jobless claims rose to 398,000 as of
the week ended September 10, 2005, the highest level in two
years. Also manufacturing activity far from the Gulf of Mexico
showed softening in early September and economists and execu-
tives expressed concerns about rising energy costs. As the hurri-
canes’ impact on the economy comes into view, accountants will
need to reassess the economic conditions facing a client’s indus-
try and plan and perform their compilation and review engage-
ments accordingly. 
2
ARA Comp & Review.qxd  10/31/2005  2:17 PM  Page 2
3Refer to the section titled “Accounting Considerations With Re-
spect to Losses From Hurricanes Katrina and Rita” in the “Cur-
rent Practice Issues” section of this Alert for accounting guidance
pertaining to those disasters.
Small Business Confidence
Private companies are a significant element of the U.S. economy.
In fact, according to the National Federation of Independent
Businesses (NFIB), four of five employing businesses have fewer
than 20 people working in them, and only approximately 17,000
of the nation’s 4.9 million corporations are registered with the Se-
curities Exchange Commission (SEC). According to the White
House, small and young companies create two thirds of the net
new jobs in our economy, and they employ half of all private-sec-
tor workers.
Armed with data provided by its market intelligence firm, BIGre-
search, Sam’s Club, a division of Wal-Mart Stores, Inc., releases
monthly updates and comparisons of small business owners’ atti-
tudes about the economy, their hiring plans, and their thoughts
on other issues critical to their bottom line through the Small
Business Confidence Index.
Overall confidence in the economy slipped in July, according to
the Small Business Confidence Index. According to July figures,
45.9 percent of 1,200 small business owners and managers sur-
veyed were confident or very confident about chances for a strong
economy over the next six months. That confidence level fell 3.6
points from 49.5 percent in June. 
However, this July drop in economic confidence was not reflected
in how small business owners and managers feel about the U.S.
employment environment. Fifty-seven point five percent of those
surveyed felt that employment levels will remain the same over the
next six months, up two-tenths of a point from the prior month.
In addition, small business confidence in the economy continues
to rank higher than that of general consumers. Small business
confidence has outpaced that of consumers for the past year by an
average of 3.1 percent.
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Data for the Small Business Confidence Index is based upon analy-
sis of 1,200 business purchasers, surveyed monthly by BIGre-
search on critical issues affecting small businesses.
In addition, City Business Journals Network (CBJN), an organi-
zation of 68 business publications located in major markets across
the country, recently undertook a survey of small and medium
businesses with similarly interesting results. It found that:
• Every leading economic indicator (optimism, spending,
revenue, income, and so on) for small and medium busi-
nesses is up for the first time since 1999.
• 70 percent of the small businesses surveyed predicted in-
creased revenues for 2005.
• Optimism jumped significantly this year, with fully 35
percent of those surveyed stating that their business
prospects for this year are “a lot better.” 
Current SSARSs Developments
SSARS No. 12, Omnibus Statement on Standards for Accounting
and Review Services—2005
In July 2005, the Accounting and Review Services Committee
(ARSC) issued SSARS No. 12, Omnibus Statement on Standards
for Accounting and Review Services—2005. SSARS No. 12 in-
cludes revisions to existing SSARSs that have been accumulated
over a period of time and addresses the following issues:
• The accountant’s consideration of fraud and illegal acts in
a compilation or review engagement;
• The accountant’s consideration of obtaining an updating
representation letter from management;
• Restricting the use of an accountant’s compilation or re-
view report; and
• Restated prior-period financial statements.
These issues are discussed in further detail below. 
4
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5Consideration of Fraud and Illegal Acts in a Compilation or
Review Engagement
Guidance in paragraph .05 of AR section 100, Compilation and
Review of Financial Statements (AICPA, Professional Standards,
vol. 2), states that the accountant should, among other things, es-
tablish an understanding with the entity that provides that the ac-
countant will inform the appropriate level of management of any
fraud or illegal acts that come to his or her attention, unless they
are clearly inconsequential. This amendment revises AR section
100 by requiring the accountant to:
1. Establish an understanding with the client, preferably in
writing, that the accountant will inform the appropriate
level of management of any evidence or information that
comes to the accountant’s attention during the perfor-
mance of compilation or review procedures that fraud or
an illegal act may have occurred. 
2. Report, to the appropriate level of management, any evi-
dence or information that comes to the accountant’s atten-
tion during the performance of compilation or review
procedures that fraud or an illegal act may have occurred. 
The accountant need not report matters regarding illegal acts that
are clearly inconsequential and may reach agreement in advance
with the entity on the nature of such items to be communicated.
For more information on these requirements, see the section ti-
tled “Consideration of Fraud and Illegal Acts in a Compilation or
Review Engagement” later in this Alert.
This amendment results in revised paragraphs .05 through .10,
.25, .38, and .61 through .62 of AR section 100 and is effective
for compilations and reviews of financial statements for periods
ending after December 15, 2005. Early application is permitted.
The Accountant’s Consideration of Obtaining an Updating
Representation Letter From Management
SSARSs previously did not provide guidance on when an accoun-
tant should obtain an updating representation letter from man-
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agement. This amendment revises AR section 100 to provide
such guidance, by adding a paragraph in the section titled “Man-
agement Representations” (paragraph .33) and an illustrative up-
dating management representation letter (paragraph .80). 
The new guidance states that there are circumstances in which an
accountant should consider obtaining an updating representation
letter from management (for example, if the accountant obtains a
management representation letter after completion of inquiry
and analytical review procedures but does not issue his or her re-
view report for a significant period of time thereafter, or a mater-
ial subsequent event occurs after the completion of inquiry and
analytical review procedures, including obtaining the original
management representation letter, but before the issuance of the
report on the reviewed financial statements). In addition, if a pre-
decessor accountant is requested by a former client to reissue his
or her report on the financial statements of a prior period, and
those financial statements are to be presented on a comparative
basis with reviewed financial statements of a subsequent period,
the predecessor accountant should obtain an updating represen-
tation letter from the management of the former client. 
The updating management representation letter should state (1)
whether any information has come to management’s attention
that would cause management to believe that any of the previous
representations should be modified and (2) whether any events
have occurred subsequent to the balance-sheet date of the latest
financial statements reported on by the accountant that would re-
quire adjustment to or disclosure in those financial statements. 
The following is an example of an updating management repre-
sentation letter:
[Date]
To [Accountant]
In connection with your review(s) of the [identification of fi-
nancial statements] of [name of entity] as of [dates] and for the
[periods of review] for the purpose of expressing limited assur-
ance that there are no material modifications that should be
made to the statements for them to be in conformity with gen-
6
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7erally accepted accounting principles, you were previously pro-
vided with a representation letter under date of [date of previ-
ous representation letter]. No information has come to our
attention that would cause us to believe that any of those pre-
vious representations should be modified.
To the best of our knowledge and belief, no events have oc-
curred subsequent to [date of latest balance sheet reported on by
the accountant or date of previous representation letter] and
through the date of this letter that would require adjustment to
or disclosure in the aforementioned financial statements.
_____________________________________________
[Name of Owner or Chief Executive Officer and Title]
_____________________________________________
[Name of Chief Financial Officer and Title, where applicable]
If matters exist that should be disclosed to the accountant, they
should be indicated by listing them following the representation.
For example, if an event subsequent to the date of the accoun-
tant’s review report is disclosed in the financial statements, the
final paragraph should be modified as follows: “To the best of our
knowledge and belief, except as discussed in Note X to the finan-
cial statements, no events have occurred…”
This amendment is effective for reviews of financial statements
for periods ending after December 15, 2005. Early application
is permitted.
Restricting the Use of an Accountant’s Compilation 
or Review Report
This amendment adds new paragraphs .49 through .58 (subse-
quent paragraphs and footnotes may have been renumbered) to
AR section 100 (AICPA, Professional Standards, vol. 2) to provide
guidance to accountants on restricting the use of reports issued
pursuant to SSARSs. The term general use applies to compilation
and review reports that are not restricted to specified parties,
while the term restricted use applies to reports intended only for
one or more specified third parties. The need for restriction on
the use of a report may result from a number of circumstances,
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including, but not limited to, the purpose of the report and the
potential for the report to be misunderstood when taken out of
the context in which it was intended to be used.
An accountant should restrict the use of a report when the subject
matter of the accountant’s report or the presentation being re-
ported on is based on measurement or disclosure criteria contained
in contractual agreements or regulatory provisions that are not in
conformity with generally accepted accounting principles (GAAP)
or an other comprehensive basis of accounting (OCBOA).
The accountant should also consider informing his or her client
that restricted-use reports are not intended for distribution to
nonspecified parties, regardless of whether they are included in a
document containing a separate general-use report. The new
guidance does not preclude an accountant, in connection with es-
tablishing the terms of the engagement, from reaching an under-
standing with the client that the intended use of the report will be
restricted, and from obtaining the client’s agreement that the
client and the specified parties will not distribute the report to
parties other than those identified in the report. However, an ac-
countant is not responsible for controlling a client’s distribution
of restricted-use reports. Accordingly, a restricted-use report
should alert readers to the restriction on the use of the report by
indicating that the report is not intended to be and should not be
used by anyone other than the specified parties.
An accountant’s report that is restricted as to use should contain a
separate paragraph at the end of the report that includes the fol-
lowing elements:
1. A statement indicating that the report is intended solely
for the information and the use of the specified parties
2. An identification of the specified parties to whom use is
restricted
3. A statement that the report is not intended to be and should
not be used by anyone other than the specified parties
An example of such a paragraph is the following:
8
ARA Comp & Review.qxd  10/31/2005  2:17 PM  Page 8
9This report is intended solely for the information and use of
[the specified parties] and is not intended to be and should not
be used by anyone other than these specified parties.
This amendment is effective upon issuance.
Restated Prior-Period Financial Statements
Guidance in paragraphs .25 and .26 in the section titled
“Changed Prior-Period Financial Statements” in AR section 200,
Reporting on Comparative Financial Statements (AICPA, Profes-
sional Standards, vol. 2), previously required that either the prede-
cessor or successor accountant report on changed prior-period
financial statements, as restated. The successor accountant was
precluded from reporting on the restatement adjustment only.
This amendment revises AR section 200 to allow the successor
accountant to report on the restatement adjustment while indi-
cating that a predecessor accountant reported on the financial
statements of the prior period before restatement.
The following is an example of a successor accountant’s compila-
tion report when the predecessor accountant’s report is not pre-
sented and the successor accountant is engaged to compile the
restatement adjustment(s):
I (we) have compiled the accompanying balance sheet of XYZ
Company as of December 31, 20X2, and the related statements
of income, retained earnings, and cash flows for the year then
ended in accordance with Statements on Standards for Account-
ing and Review Services issued by the American Institute of
Certified Public Accountants. I (we) also compiled the adjust-
ment(s) described in Note X that was (were) applied to restate
the 20X1 financial statements. The 20X1 financial statements
of XYZ Company, before the adjustment(s) described in Note
X1 that was (were) applied to restate the 20X1 financial state-
ments, were compiled by other accountants whose report dated
March 31, 20X2, did not express an opinion or any other form
of assurance on those financial statements. 
[Same second paragraph as the standard report]
1. In the situation where management elects to omit substantially all disclosures, the ac-
countant should follow the guidance in paragraphs .16 through .18 of AR section 100,
Compilation and Review of Financial Statements (AICPA, Professional Standards, vol. 2).
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The following is an example of a successor accountant’s review re-
port when the predecessor accountant’s report is not presented
and the successor accountant is engaged to review the restatement
adjustment(s):2
I (we) have reviewed the accompanying balance sheet of XYZ
Company as of December 31, 20X2, and the related state-
ments of income, retained earnings, and cash flows for the year
then ended in accordance with Statements on Standards for
Accounting and Review Services issued by the American Insti-
tute of Certified Public Accountants. All information included
in these financial statements is the representation of the man-
agement (owners) of XYZ Company. The 20X1 financial state-
ments of XYZ Company before the adjustment(s) described in
Note X that was (were) applied to restate the 20X1 financial
statements were reviewed by other accountants whose report
dated March 31, 20X2, stated that they were not aware of any
material modifications that should be made to those financial
statements in order for them to be in conformity with gener-
ally accepted accounting principles.
[Same second and third paragraphs as the standard report]
I (we) also reviewed the adjustment(s) as described in Note X
that was (were) applied to restate the 20X1 financial state-
ments. Based on my (our) review, nothing came to my (our)
attention to indicate that the adjustment(s) is (are) not appro-
priate and properly applied.
This amendment is effective for compilations and reviews of fi-
nancial statements for periods ending after December 15, 2005.
Early application is permitted.
SSARS No. 13, Compilation of Specified Elements, Accounts, or
Items of a Financial Statement (AR Section 110)
Elements, accounts, or items of a financial statement constitute
accounting information that is part of, but less than, a financial
statement. Such information also encompasses accounting infor-
10
2. The accountant should follow the performance requirements in paragraphs .26
through .28 of AR section 100.
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mation contained in the client’s accounts that supports the ele-
ments, accounts, or items presented in the financial statements.
Although accounting information generally is expressed in mon-
etary amounts (or percentages derived from monetary amounts),
it may also include quantitative information derived from ac-
counting records that is not expressed in monetary terms. 
Specified elements may be taken directly from the financial state-
ments (or notes). They may also represent any component or
combination of components derived from the financial state-
ments. Specified elements may be individual financial statement
line items or a combination of several line items. They may also
be general ledger accounts that make up all or part of a financial
statement line item. The following are examples of specified ele-
ment presentations:
• Total sales from the income statement
• Summary of all amounts included in property, plant, and
equipment at a specified date
• Schedule of accounts receivable at a specified date
• Schedule of balances in cash accounts at a specified date
• Schedule of construction costs incurred
Previously, Interpretation No. 8, “Reports on Specified Elements,
Accounts, or Items of a Financial Statement,” of AR section 100
(AICPA, Professional Standards, vol. 2), indicated that SSARSs
did not apply to such presentations. However, in July 2005 the
ARSC issued SSARS No. 13, Compilation of Specified Elements,
Accounts, or Items of a Financial Statement (AICPA, Professional
Standards, vol. 2), creating new AR section 110, to provide guid-
ance concerning the standards and procedures applicable when
an accountant is engaged to compile or issues a compilation re-
port on one or more specified elements, accounts, or items of a fi-
nancial statement. 
Although AR section 110 provides guidance for compiling speci-
fied elements, accounts, or items of a financial statement, noth-
ing precludes the accountant from preparing or assisting in the
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preparation of one or more specified elements, accounts, or items
of a financial statement, and submitting such a presentation to
the client without the issuance of a compilation report. However,
if an accountant prepares or assists a client in preparing a sched-
ule of one or more specified elements, accounts, or items of a fi-
nancial statement,3 the accountant should consider how such a
presentation will be used. The accountant should consider the
potential of being associated with the schedule and the likelihood
that the user may inappropriately infer, through that association,
an unintended level of assurance. If the accountant believes that
he or she will be associated with the information, the accountant
should consider issuing a compilation report so a user will not
infer a level of assurance that does not exist. 
A compilation of a specified element is limited to presenting fi-
nancial information that is the representation of management (or
the owners) without undertaking to express any assurance on that
information. However, the accountant might consider it neces-
sary to perform other accounting services in order to compile the
financial information. An engagement to compile one or more
specified elements, accounts, or items of a financial statement
may be undertaken as a separate engagement or in conjunction
with a compilation of financial statements. 
Performance Requirements
When an accountant is engaged to compile or issues a compila-
tion report on one or more specified elements, accounts, or items
of a financial statement, he or she must adhere to the compilation
performance requirements contained in paragraphs .07 through
.10 of AR section 100. 
Reporting Requirements
When an accountant is engaged to compile or issue a compilation
report on one or more specified elements, accounts, or items of a
financial statement, the basic elements of the report are as follows:
12
3. If the specified element, account, or item of a financial statement is included as ac-
companying information to the basic financial statements, the accountant should
refer to paragraph .60 of AR section 100.
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1. A statement that the specified element(s), account(s), or
item(s) identified in the report were compiled. If the compi-
lation was performed in conjunction with a compilation of
the company’s financial statements, the paragraph should so
state and indicate the date of the accountant’s compilation
report on those financial statements. Furthermore, any de-
parture from the standard report on those statements should
also be disclosed if considered relevant to the presentation of
the specified element(s), account(s), or item(s).
2. A statement that the compilation was performed in accor-
dance with Statements on Standards for Accounting and
Review Services issued by the American Institute of Certi-
fied Public Accountants.
3. A description of the basis on which the specified ele-
ment(s), account(s), or item(s) are presented if that basis is
not GAAP and a statement that that basis of presentation
is an OCBOA.
4. A statement that a compilation is limited to presenting fi-
nancial information that is the representation of manage-
ment (owners).
5. A statement that the specified element(s), account(s), or
item(s) have not been audited or reviewed and, accord-
ingly, the accountant does not express an opinion or any
other form of assurance on it (them).
6. A signature of the accounting firm or the accountant as ap-
propriate. (The signature could be manual, stamped, elec-
tronic, or typed.)
7. The date of the compilation report. (The date of comple-
tion of the compilation should be used as the date of the
accountant’s report.)
Any other procedures that the accountant might have performed
before or during the compilation engagement should not be de-
scribed in the report. In addition, each page of the compiled spec-
ified elements, accounts, or items of a financial statement should
include a reference, such as “See Accountant’s Compilation Report.”
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An accountant is not precluded from issuing a compilation report
on one or more specified elements, accounts, or items of a finan-
cial statement for an entity with respect to which the accountant
is not independent. If the accountant is not independent, he or
she should specifically disclose the lack of independence. How-
ever, the reason for the lack of independence should not be de-
scribed. When the accountant is not independent, the following
should be included as the last paragraph of the report:
I am (we are) not independent with respect to XYZ Company.
SSARS No. 13 is effective for engagements entered into after De-
cember 15, 2005. Early application is permitted. 
Other Levels of Assurance
AU section 623, Special Reports (AICPA, Professional Standards,
vol. 1) and Interpretations thereof, provide guidance on reporting
when an independent auditor is engaged to express an opinion on
specified elements, accounts, or items of a financial statement.
AT section 201, Agreed-Upon Procedures Engagements (AICPA,
Professional Standards, vol. 2), provides guidance with respect to
performance and reporting on the results of applying agreed-
upon procedures to specified elements, accounts, or items of a fi-
nancial statement. AT section 101, Attest Engagements, provides
guidance when the accountant is engaged to express moderate as-
surance in a review report.
SSARS No. 14, Compilation of Pro Forma Financial Information
(AR Section 120)
The objective of pro forma financial information is to show what
the significant effects on historical financial information might have
been had a consummated or proposed transaction (or event) oc-
curred at an earlier date. Pro forma financial information is com-
monly used to show the effects of transactions such as the following:
• Business combination
• Change in capitalization
• Disposition of a significant portion of the business
14
ARA Comp & Review.qxd  10/31/2005  2:18 PM  Page 14
15
• Change in the form of business organization or status as an
autonomous entity
• Proposed sale of securities and the application of the proceeds
This objective is achieved primarily by applying pro forma ad-
justments to historical financial information. Pro forma adjust-
ments should be based on management’s assumptions and give
effect to all significant effects directly attributable to the transac-
tion (or event).
In July 2005, the ARSC issued SSARS No. 14, Compilation of Pro
Forma Financial Information (AICPA, Professional Standards, vol. 2),
creating new AR section 120, to provide guidance concerning the
standards and procedures applicable when an accountant is en-
gaged to compile or issues a compilation report on pro forma fi-
nancial information. 
Although AR section 120 provides guidance for compiling pro
forma financial information, nothing precludes an accountant
from preparing or assisting in the preparation of pro forma finan-
cial information and submitting such a presentation to the client
without the issuance of a compilation report. However, if an ac-
countant prepares or assists a client in preparing a presentation of
pro forma financial information,4 the accountant should consider
how such a presentation will be used. The accountant should con-
sider the potential of being associated with the presentation and
the likelihood that the user may inappropriately infer, through
that association, an unintended level of assurance. If the accoun-
tant believes that he or she will be associated with the informa-
tion, the accountant should consider issuing a compilation report
so a user will not infer a level of assurance that does not exist. 
A compilation of pro forma financial information is limited to
presenting financial information that is the representation of
management (or the owners) without undertaking to express any
assurance on that information. However, the accountant might
4. If the pro forma financial information is included as accompanying information to
the basic financial statements, the accountant should refer to paragraph .60 of AR
section 100.
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consider it necessary to perform other accounting services in
order to compile the pro forma financial information. An engage-
ment to compile pro forma financial information may be under-
taken as a separate engagement or in conjunction with a
compilation of financial statements. 
Conditions for Compiling Pro Forma Financial Information
According to AR section 120, an accountant may report on a
compilation of pro forma financial information only if the fol-
lowing conditions are met:
• The document that contains the pro forma financial infor-
mation includes (or incorporates by reference) complete
historical financial statements of the entity for the most re-
cent year (or for the preceding year if the financial state-
ments for the most recent year are not yet available) and, if
pro forma financial information is presented for an interim
period, the document also includes (or incorporates by ref-
erence) historical interim financial information for that pe-
riod (which may be presented in condensed form). In the
case of a business combination, the document should in-
clude (or incorporate by reference) the appropriate histori-
cal financial information for the significant constituent
parts of the combined entity.
• The historical financial statements of the entity (or, in the
case of a business combination, of each significant con-
stituent part of the combined entity) on which the pro
forma financial information is based have been compiled,
reviewed, or audited. The accountant’s compilation or re-
view report or the auditor’s report should be included (or
incorporated by reference) in the document containing the
pro forma financial information.
Performance Requirements
When an accountant is engaged to compile or issues a compila-
tion report on pro forma financial information, he or she must
adhere to the compilation performance requirements contained
in paragraphs .07 through .10 of AR section 100. 
16
ARA Comp & Review.qxd  10/31/2005  2:18 PM  Page 16
17
Presentation
Pro forma financial information should be labeled as such to dis-
tinguish it from historical financial information. This presenta-
tion should include the following:
• Description of the transaction (or event) that is reflected in
the pro forma financial information
• Source of the historical financial information on which the
pro forma financial information is based
• Significant assumptions used in developing the pro forma
adjustments
• Any significant uncertainties about those assumptions
The presentation should also indicate that the pro forma finan-
cial information should be read in conjunction with related his-
torical financial information and that the pro forma financial
information is not necessarily indicative of the results (such as fi-
nancial position and results of operations, as applicable) that
would have been attained had the transaction (or event) actually
taken place earlier.
Reporting Requirements
When an accountant is engaged to compile or issues a compila-
tion report on pro forma financial information, the basic ele-
ments of the report are as follows:
1. An identification of the pro forma financial information.
2. A statement that the compilation was performed in accor-
dance with Statements on Standards for Accounting and
Review Services issued by the American Institute of Certi-
fied Public Accountants.
3. A reference to the financial statements from which the his-
torical financial information is derived and a statement as to
whether such financial statements were compiled, reviewed,
or audited. The report on the pro forma financial informa-
tion should refer to any modifications in the accountant’s or
auditor’s report on the historical financial statements.
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4. A statement that the pro forma financial information was
compiled. If the compilation was performed in conjunc-
tion with a compilation of the company’s financial state-
ments, the paragraph should so state and indicate the date
of the accountant’s compilation report on those financial
statements. Furthermore, any departure from the standard
report on those statements should also be disclosed if con-
sidered relevant to the presentation of the pro forma finan-
cial information.
5. A description of the basis on which the pro forma financial
information is presented if that basis is not GAAP and a
statement that the basis of accounting is an OCBOA.
6. A statement that a compilation is limited to presenting pro
forma financial information that is the representation of
management (or the owners).
7. A statement that the pro forma financial information has
not been audited or reviewed and, accordingly, the accoun-
tant does not express an opinion or any other form of as-
surance on it.
8. A separate paragraph explaining the objective of pro forma
financial information and its limitations.
9. A signature of the accounting firm or the accountant as ap-
propriate. (The signature could be manual, stamped, elec-
tronic, or typed.)
10. The date of the compilation report. (The date of comple-
tion of the compilation should be used as the date of the
accountant’s report.)
Any other procedures that the accountant might have performed
before or during the compilation engagement should not be de-
scribed in the report. In addition, each page of the compiled pro
forma financial information should include a reference, such as
“See Accountant’s Compilation Report.”
An accountant is not precluded from issuing a compilation report
on pro forma financial information for an entity with respect to
18
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which the accountant is not independent. If the accountant is not
independent, he or she should specifically disclose the lack of in-
dependence. However, the reason for the lack of independence
should not be described. When the accountant is not indepen-
dent, the following should be included as the last paragraph of
the report:
I am (we are) not independent with respect to XYZ Company.
If the presentation of pro forma financial information does not
include all applicable disclosures, the following paragraph should
be added:
Management has elected to omit all of the disclosures ordinar-
ily included in pro forma financial information. The omitted
disclosures might have added significant information regarding
the company’s pro forma financial position and results of oper-
ations. Accordingly, this pro forma financial information is not
designed for those who are not informed about such matters.
Note, however, that the accountant may not report on compiled
pro forma financial information if the summary of significant as-
sumptions is not presented.
SSARS No. 14 is effective for engagements entered into after De-
cember 15, 2005. Early application is permitted. 
New and Revised Illustrative Engagement Letters
As a result of the issuance of SSARS No. 12, No. 13, and No. 14,
and to make the illustrative engagement letters more responsive to
the needs of practitioners, the ARSC has revised the illustrative
engagement letters for compilations, compilations not intended
for third-party use, and reviews, as presented in Appendices C, D,
and E of AR section 100, and issued new illustrative engagement
letters for compilations of specified elements, accounts, or items of
a financial statement and compilations of pro forma financial in-
formation (appendices of AR sections 100 and 120, respectively).
The new and revised illustrative engagement letters are available
online at www.aicpa.org/members/div/auditstd/technic_arsc.asp
and are also included in Appendices B through F of this Alert.
ARA Comp & Review.qxd  10/31/2005  2:18 PM  Page 19
New SSARSs Interpretation Related to Subsidiaries of 
Public Companies
In August 2005, the ARSC issued Interpretation No. 27, “Ap-
plicability of Statements on Standards for Accounting and Re-
view Services to Reviews of Nonissuers Who Are Owned by or
Controlled by an Issuer,” of AR section 100 to clarify the applic-
ability of SSARSs to reviews of nonissuers which are owned or
controlled by an issuer.5 Paragraph .04 of AR section 100 defines
a nonpublic entity as:
Any entity other than (a) one whose securities trade in a public
market either on a stock exchange (domestic or foreign) or in the
over-the-counter market, including securities quoted only locally
or regionally; (b) one that makes a filing with a regulatory agency
in preparation for the sale of any class of its securities in a public
market; or (c) a subsidiary, corporate joint venture, or other en-
tity controlled by an entity covered by (a) or (b).
Interpretation No. 27 states that the condition set forth in (c)
above is intended to be read in the context of when the review of
the subsidiary, corporate joint venture, or other entity is being
performed for the purpose of the controlling entity (the issuer)
meeting its reporting obligations as a result of condition (a) or
(b). However, in the situation where an accountant is engaged to
review the financial statements of a subsidiary, corporate joint
venture, or other entity that is not itself an issuer and the review
report and reviewed financial statements are not being filed with
the SEC, or another regulatory agency that requires the accoun-
tant to prepare the review report in accordance with standards of
the Public Company Accounting Oversight Board, the accoun-
tant should perform the review in accordance with SSARSs since
the review engagement is not being performed in the context of
the issuer meeting its reporting obligations as a result of condi-
tion (a) or (b). 
20
5. An “issuer” as defined in section 2 of the Sarbanes-Oxley Act of 2002 means “an issuer
(as defined in section 3 of the Securities and Exchange Act of 1934), the securities of
which are registered under section 12 of that Act, or that is required to file reports
under section 15(d), or that files or has filed a registration statement that has not yet
become effective under the Securities Act of 1933, and that it has not withdrawn.” 
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It should be noted that although the Interpretation specifically
addresses only reviews of nonissuers who are owned by or con-
trolled by an issuer, AICPA technical staff have stated that the
guidance may be applied to compilations of nonissuers who are
owned by or controlled by an issuer. 
Interpretation No. 27 is available on the AICPA Web site at
www.aicpa.org/download/members/div/auditstd/SSARS_Inter-
pretation_SSARS_Applicability.pdf.
Current Practice Issues
Accounting Considerations With Respect to Losses From
Hurricanes Katrina and Rita
As companies assess the financial impact from Hurricanes Katrina
and Rita on their operations, management will need to properly
report the impact in their financial statements. The following
questions may arise for losses incurred as a result of the hurricanes:
1. How should losses from a natural disaster of a type that is
reasonably expected to re-occur be classified in the state-
ment of operations?
2. When should an asset impairment loss related to a natural
disaster be recognized?
3. When should a liability for non-impairment losses and
costs related to a natural disaster be recognized?
4. What is the accounting for insurance recoveries to cover
losses sustained in a natural disaster? Also, what are the ad-
ditional considerations related to business interruption in-
surance recoveries?
5. What are the required disclosures regarding the impact of a
natural disaster?
The AICPA has issued Technical Practice Aid (TPA) 5400.05,
“Accounting and Disclosures Guidance for Losses from Natural
Disasters—Nongovernmental Entities.” This guidance answers
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the above questions and can be obtained at www.aicpa.org/down-
load/acctstd/Natural_disaster_TPA_5400.05.pdf.
The guidance in TPA 5400.05 states that a natural disaster of a
type that is reasonably expected to re-occur would not meet the
conditions of classifying the losses as “extraordinary” in the in-
come statement. The magnitude of loss from a particular natural
disaster does not cause that disaster to be unusual in nature or un-
likely to re-occur (the two conditions for an extraordinary item).
As of the writing of this Alert, accounting news articles indicate
that the Financial Accounting Standards Board (FASB) will con-
clude that losses from the hurricanes should not be classified as
extraordinary. Readers should keep alert to any statements from
the FASB on this matter.
Consideration of Fraud and Illegal Acts in a Compilation 
or Review Engagement
Overview of Fraud and Illegal Acts
Fraud is a broad legal concept and accountants do not make legal
determinations of whether an act is, in fact, fraudulent. Rather,
the accountant’s interest specifically relates to acts that result in a
material misstatement of the financial statements. The primary
factor that distinguishes fraud from error is whether the underly-
ing action that results in the misstatement of the financial state-
ments is intentional or unintentional. Fraud is an intentional act
that results in a material misstatement in financial statements.
Intent is often difficult to determine, particularly in matters in-
volving accounting estimates and the application of accounting
principles. For example, unreasonable accounting estimates may
be unintentional or may be the result of an intentional attempt to
misstate the financial statements.
Two types of misstatements are relevant to the accountant’s consid-
eration of fraud—misstatements arising from fraudulent financial
reporting and misstatements arising from misappropriation of assets.
• Misstatements arising from fraudulent financial reporting are
intentional misstatements or omissions of amounts or dis-
22
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closures in financial statements designed to deceive finan-
cial statement users where the effect causes the financial
statements not to be presented, in all material respects, in
conformity with GAAP or an OCBOA. Fraudulent finan-
cial reporting may be accomplished by the following:
– Manipulation, falsification, or alteration of accounting
records or supporting documents from which financial
statements are prepared
– Misrepresentation in or intentional omission from the
financial statements of events, transactions, or other sig-
nificant information
– Intentional misapplication of accounting principles re-
lating to amounts, classification, manner of presenta-
tion, or disclosure
• Misstatements arising from misappropriation of assets (some-
times referred to as theft or defalcation) involve the theft of
an entity’s assets where the effect of the theft causes the fi-
nancial statements not to be presented, in all material re-
spects, in conformity with GAAP or OCBOA.
Misappropriation of assets can be accomplished in various
ways, including embezzling receipts, stealing assets, or
causing an entity to pay for goods or services that have not
been received, and may be accompanied by false or mis-
leading records or documents.
The term illegal acts refers to violations of laws or governmental
regulations, excluding fraud. Illegal acts by clients are acts attrib-
utable to the entity or acts by management or employees acting
on behalf of the entity. Illegal acts by clients do not include per-
sonal misconduct by the entity’s personnel unrelated to their
business activities.
Consideration of illegal acts covers a broad range of issues, such
as occupational safety and health, employment practices, envi-
ronmental protection, and antitrust laws. Illegal acts may not al-
ways be intentional and may not always have an effect on the
financial statements.
ARA Comp & Review.qxd  10/31/2005  2:18 PM  Page 23
Whether an act is, in fact, fraudulent or illegal is a determination
that is normally beyond the accountant’s professional compe-
tence. An accountant, in reporting on financial statements, pre-
sents himself or herself as one who is proficient in accounting and
compilation or review services. The accountant’s training, experi-
ence, and understanding of the client and its industry may pro-
vide a basis for recognition that some client acts coming to his or
her attention may be fraudulent or illegal. However, the determi-
nation as to whether a particular act is fraudulent or illegal would
generally be based on the advice of an informed expert qualified
to practice law or may have to await final determination by a
court of law.
Requirements in a Compilation or Review Engagement
Prior to the issuance of SSARS No. 12, paragraph .05 of AR sec-
tion 100 stated that the accountant should, among other things,
establish an understanding with the entity, preferably in writing,
regarding the services to be performed. The understanding
should include a description of the nature and limitations of the
services to be performed and a description of the report, if a re-
port is to be issued. The understanding should also provide that
the engagement cannot be relied upon to disclose errors, fraud, or
illegal acts and that the accountant will inform the appropriate
level of management of any material errors that come to his or
her attention and any fraud or illegal acts that come to his or her
attention, unless they are clearly inconsequential. SSARS No. 12
revises AR section 100 by requiring the understanding to include
that the accountant will inform the appropriate level of manage-
ment of any evidence or information that comes to the accoun-
tant’s attention during the performance of compilation or review
procedures that fraud or an illegal act may have occurred. The ac-
countant need not report any matters regarding illegal acts that
may have occurred that are clearly inconsequential and may reach
agreement in advance with the entity on the nature of any such
matters to be communicated.
The following is an example of the language that should be used
in an engagement letter for a compilation:
24
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Our engagement cannot be relied upon to disclose errors,
fraud, or illegal acts that may exist. However, we will inform
the appropriate level of management of any material errors
and of any evidence or information that comes to our atten-
tion during the performance of our compilation procedures,
that fraud may have occurred. In addition, we will report to
you any evidence or information that comes to our attention
during the performance of our compilation procedures re-
garding illegal acts that may have occurred, unless they are
clearly inconsequential.
The following is an example of the language that should be used
in an engagement letter for a review:
Our engagement cannot be relied upon to disclose errors,
fraud, or illegal acts that may exist. However, we will in-
form the appropriate level of management of any material
errors and of any evidence or information that comes to
our attention during the performance of our review proce-
dures that fraud may have occurred. In addition, we will re-
port to you any evidence or information that comes to our
attention during the performance of our review procedures
regarding illegal acts that may have occurred, unless they
are clearly inconsequential.
Compilation and Review Procedures
SSARS No. 12 does not add additional procedures to those nor-
mally performed in a compilation or review engagement. In other
words, there is no requirement in a compilation or review en-
gagement to search for fraud or illegal acts.
However, during the performance of compilation or review pro-
cedures, if any evidence or information comes to the accountant’s
attention regarding fraud or an illegal act that may have occurred,
the accountant should request that management consider the ef-
fect of the matter on the financial statements. Additionally, the
accountant should consider the effect of the matter on his or her
compilation or review report. When compiling financial state-
ments and circumstances arise where the accountant believes that
the financial statements are materially misstated, the accountant
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should obtain additional or revised information. When reviewing
financial statements and circumstances arise where the accoun-
tant believes that the financial statements are materially mis-
stated, the accountant should perform the additional procedures
deemed necessary to achieve limited assurance that there are no
material modifications that should be made to the financial state-
ments in order for the statements to be in conformity with GAAP
or an OCBOA.
Communication About Fraud and Illegal Acts
When evidence or information comes to the accountant’s atten-
tion during the performance of compilation or review proce-
dures that fraud or an illegal act may have occurred, that matter
should be brought to the attention of the appropriate level of
management. The accountant need not report matters regard-
ing illegal acts that are clearly inconsequential and may reach
agreement in advance with the entity on the nature of such
items to be communicated. When matters regarding fraud or
an illegal act involve senior management, the accountant
should report the matter to an individual or group at a higher
level within the entity, such as the manager (owner) or the
board of directors. The communication may be oral or written.
If the communication is oral, the accountant should document
it. When matters regarding fraud or an illegal act involve an
owner of the business, the accountant should consider resign-
ing from the engagement.
Additionally, the accountant should consider consulting with
his or her legal counsel and insurance provider whenever any
evidence or information comes to his or her attention during
the performance of compilation or review procedures that fraud
or an illegal act may have occurred, unless such illegal act is
clearly inconsequential.
The disclosure of any evidence or information that comes to the
accountant’s attention during the performance of compilation or
review procedures that fraud or an illegal act may have occurred
26
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to parties other than the client’s senior management (or the
client’s board of directors, if applicable) ordinarily is not part of
the accountant’s responsibility and ordinarily would be precluded
by the accountant’s ethical or legal obligations of confidentiality.
The accountant should recognize, however, that in the following
circumstances a duty to disclose to parties outside of the entity
may exist:
• To comply with certain legal and regulatory requirements
• To a successor accountant when the successor decides to
communicate with the predecessor accountant in accordance
with AR section 400, Communications Between Predecessor
and Successor Accountants (AICPA, Professional Standards,
vol. 2), regarding acceptance of an engagement to compile or
review the financial statements of a nonpublic entity 
• In response to a subpoena 
Because potential conflicts between the accountant’s ethical and
legal obligations for confidentiality of client matters may be com-
plex, the accountant may wish to consult with legal counsel be-
fore discussing these matters with parties outside the client.
Documentation Requirements
Although there are no specific documentation requirements in a
compilation engagement, other than in engagements to compile
financial statements not intended for third-party use, the accoun-
tant should document any communications, to management or
others, regarding fraud or an illegal act. 
In a review engagement, any communications, whether oral or
written, to management or others regarding fraud or illegal acts
must be documented in the workpapers.
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Independence and Ethics Developments 
There have been some recent developments in the area of indepen-
dence and ethics for accountants. The AICPA’s Professional Ethics
Executive Committee (PEEC) has recently issued the following:
• In October 2004 the PEEC adopted two new ethics rul-
ings and one revised ethics ruling to provide guidance with
respect to a member’s responsibilities when using third-
party service providers to provide services to clients: 
1. New Ethics Ruling No. 112, “Use of a Third-Party Service
Provider to Assist a Member in Providing Professional Ser-
vices,” under Rule 102, Integrity and Objectivity (AICPA,
Professional Standards, vol. 2, ET sec. 191.224-.225).
2. New Ethics Ruling No. 12, “Applicability of General
and Technical Standards When Using a Third-Party
Service Provider,” under Rule 201, General Standards,
and Rule 202, Compliance with Standards (AICPA, Pro-
fessional Standards, vol. 2, ET sec. 291.023-.024).
3. Revised Ethics Ruling No. 1, “Use of a Third-Party Ser-
vice Provider to Provide Professional Services to Clients
or Administrative Support Services to the Member,” (for-
merly titled, “Computer Processing of Clients’ Returns”)
under Rule 301, Confidential Client Information (AICPA,
Professional Standards, vol. 2, ET sec. 391.001-.002).
The PEEC also deleted Ethics Ruling No. 5, “Records Re-
tention Agency,” under Rule 301 (AICPA, Professional
Standards, vol. 2, ET sec. 391.009-.010). 
• In January 2005, the PEEC adopted revisions to Interpre-
tation No. 101-3, “Performance of Nonattest Services,”
under Rule 101, Independence (AICPA, Professional Stan-
dards, vol. 2, ET sec. 101.03), to provide clarification on
the applicability and intent of the rule and ensure its con-
tinued effectiveness in promoting independence when a
member renders nonattest services to an attest client.
• At its August 2005 meeting, the PEEC adopted a new
ethics interpretation, Interpretation No. 101-15, “Finan-
30
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cial Relationships,” under Rule 101 (AICPA, Professional
Standards, vol. 2, ET sec. 101.17). 
Readers should refer to the AICPA Independence and Ethics
Alert—2005/06 (product no. 022476kk) for a more detailed dis-
cussion of these new developments. The Independence and Ethics
Alert—2005/06 can be obtained by calling the AICPA at (888)
777-7077 or going online at www.cpa2biz.com. 
Litigation Risk in Compilation Engagements
Insurers have noted that there is a growing trend of lawsuits being
filed against CPAs who perform compilations and bookkeeping
services when such services do not detect employee embezzle-
ment. Given this present litigation environment, accountants
should be aware that the risk of a costly lawsuit is present in all
engagements—even compilation engagements. In order to re-
duce the risk of costly and potentially ruinous litigation, the ac-
countant should take the following steps:
• Perform all compilation engagements in accordance with
Statements on Standards for Accounting and Review Ser-
vices. Many clients do not understand or appreciate the
fact that a compilation or a bookkeeping service does not
contemplate the examination of cancelled checks (or bank
images). Some clients may presume that when the accoun-
tant asks for the bank statement or bank reconciliation he
or she will examine the cancelled checks for fraudulent
payees and/or endorsements. Clearly, compilation stan-
dards do not require that. Therefore, practitioners should
have a meaningful discussion with the client as to the com-
pilation procedures that will be performed, and, as neces-
sary, the engagement letter should be tailored to reflect
what will and won’t be done.
• Re-assess the firm’s client acceptance and continuance pro-
cedures. A Practice Alert is available to provide guidance
with respect to such procedures. That Practice Alert is avail-
able at www.aicpa.org/download/secps/pralert_03_03.pdf.
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• Talk to your clients (business owners) about the risk of
fraud and educate them on their responsibility. While it is
not the CPA’s responsibility to examine cancelled checks
when performing a compilation engagement, stress the im-
portance of the business owner (or someone else unrelated
to the cash function) performing this procedure as part of
the client’s internal control over financial reporting.
• Avoid clients that operate in industries outside of the firm’s
expertise. SSARSs do not prevent an accountant from ac-
cepting an engagement for an entity in an industry in
which the accountant has no previous experience. It does,
however, place upon the accountant a responsibility to ob-
tain the required level of knowledge. Accountants should
not accept clients unless they are certain they can serve
those clients properly.
• Use clearly worded engagement letters outlining both the
accountant’s and the client’s responsibilities. Illustrative en-
gagement letters for compilation and review engagements
are available at www.aicpa.org/members/div/auditstd/tech-
nic_arsc.asp. As discussed above, tailor the engagement let-
ter to stress that a compilation does not contemplate
obtaining an understanding of internal control or assessing
control risk; tests of accounting records by obtaining cor-
roborating evidential matter through inspection, observa-
tion, or confirmation (for example, the examination of
cancelled checks or bank images); and certain other proce-
dures ordinarily performed in an audit. Furthermore, a
compilation does not contemplate performing inquiry or
analytical procedures and certain other procedures ordinar-
ily performed in a review.
• When performing bookkeeping services, especially when
the CPA is engaged to perform management services, the
CPA should take special care in having a detailed engage-
ment letter that sets forth what procedures the CPA will
perform relative to any cash account. If the CPA is per-
forming a bank reconciliation, the CPA should have a well
crafted engagement letter to specify what procedures will
32
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be performed, especially with respect to the payee and en-
dorsement of cancelled checks. 
There are three main litigation risk factors for accountants per-
forming compilation engagements:
• The potential for fraud which exists on all engagements.
• The accountant’s responsibility to detect fraud in a compi-
lation engagement versus the public’s perception of the ac-
countant’s responsibility. Although the SSARSs clearly
state that a compilation cannot be relied upon to disclose
fraud, the public’s perception is often different.
• The current trend of litigation with respect to accounting firms.
Current Accounting and Reporting Issues
Private Company Financial Reporting Task Force
In May 2005, the governing Council of the AICPA passed a res-
olution that announced the profession’s intent to work with the
FASB to evaluate potential changes to GAAP for privately held,
for-profit companies, as recommended by the Private Company
Financial Reporting Task Force.
The resolution adopted by the AICPA Council directed AICPA
management to work with the Financial Accounting Foundation
(FAF) and the FASB to identify and implement a process that
would evaluate, where appropriate, potential changes in recogni-
tion, measurement, and disclosure from current GAAP as applied
by public companies. 
The vote followed the March release of the report by the AICPA’s
Private Company Financial Reporting Task Force unanimously
recommending that a process be established to improve the use-
fulness of private company financial reporting. 
The task force began its work more than a year ago in response to
concerns expressed by some interested parties about the rele-
vance, benefits, and related costs of certain financial reporting re-
quirements for privately held, for-profit entities. 
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“Overall, the response from those surveyed rated the value of
GAAP financial statements of private companies quite highly on
consistency, providing comparability among companies, and on
their use as a tool in credit and investment decisions,” said James G.
Castellano, CPA, and former chair of the AICPA, who headed the
task force. “However, through our discussions, focus groups, and
research, we learned that constituents rated certain GAAP require-
ments as providing relatively low relevance and decision usefulness
to constituents of private company financial reporting.” he said.
The task force comprised key constituents of private company fi-
nancial reporting. The report’s conclusions were based on input
from more than 3,700 lenders, investors, sureties, business own-
ers, financial managers, and public accounting practitioners.
Robert Herz, chairman of the FASB, said, “Private companies are
a vital force in the nation’s economy and it is, therefore, critical
that their financial reporting be conceptually sound, cost-effec-
tive, and provide relevant, reliable, and useful information. The
FASB has taken a number of steps in recent years to increase the
voice and participation of private company users, preparers, and
auditors in FASB activities, and to codify and simplify the GAAP
literature. We are very open to exploring ways to further enhance
the overall value of private company financial reporting.” 
The AICPA, FAF, and FASB agree that any proposed changes
that might result from this effort would need to be fully exposed
for public comment and debate.
Help Desk—The background, research, and report of the AICPA
Private Company Financial Reporting Task Force are available at
www.aicpa.org/members/div/acctstd/pvtco_fincl_reprt/index.htm.
A Reminder About SSARS No. 10
As reported in last year’s Alert, SSARS No. 10, Performance of Re-
view Engagements, amended AR section 100 by providing:
• Expanded guidance on analytical procedures, including
specific guidance on developing expectations
• Expanded guidance on inquiries and other review procedures
34
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• New inquiries regarding fraud in a review engagement
• New written representations regarding fraud in the man-
agement representation letter
• Clarification of guidance regarding workpaper documen-
tation in a review engagement, including a requirement to
document expectations developed in performing analytical
procedures where significant expectations are not other-
wise readily determinable
Since SSARS No. 10 was effective for reviews of financial state-
ments for periods ending on or after December 15, 2004, you
should ensure that the changes are incorporated into your current
review engagements.
Help Desk—The AICPA published a Practice Aid to assist
practitioners in implementing changes related to SSARSs into
their practice. You can obtain the AICPA Practice Aid Review
Engagements: New and Expanded Guidance on Analytical Proce-
dures and Inquiries (product no. 006618kk) by calling AICPA
Service Center Operations at (888) 777-7077 or going online
at www.cpa2biz.com. 
The ARSC published an issues paper to provide accountants with
information that may help them understand certain require-
ments related to the use of analytical procedures in review en-
gagements and how the use of analytical procedures should be
documented in those engagements. The issues paper is available at
www.aicpa.org/members/div/auditstd/issupap_2004_05_ssars10.htm. 
Current Peer Review Issues
Revised Standards for Performing and Reporting on Peer Reviews 
Peer reviews are carried out in compliance with Standards for Per-
forming and Reporting on Peer Reviews (AICPA, Professional
Standards, vol. 2, PR sec. 100) established by the AICPA Peer Re-
view Board (Board). Peer reviews are administered by a state CPA
society or group of state societies that the Board approves. A revi-
sion to the Standards became effective for peer reviews commenc-
ing on or after January 1, 2005. The revised standards will affect
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approximately 30,000 firms enrolled in the AICPA peer review
program and the state societies that administer it (administering
entities). Firms will notice changes in the reports and may need
to implement additional procedures for their next peer review.
The revisions affect timing, engagement selection, peer review re-
porting, and the oversight process. 
There are still three types of peer reviews: system, engagement,
and report reviews. 
• System reviews. Firms that perform engagements under
AICPA and government auditing standards or those that
examine prospective financial information under AICPA
attestation standards still will have system reviews. 
• Engagement reviews. Peer reviews of firms that perform ac-
counting and review services and/or attestation engage-
ments under Statements on Standards for Accounting and
Review Services (SSARSs) and/or Statements on Standards
for Attestation Engagements (SSAEs), respectively, are
called engagement reviews. 
• Report reviews. Peer reviews of firms that perform only
compilation engagements under SSARSs where the firm
has compiled financial statements that omit substantially
all disclosures are called report reviews. 
The public has a reasonable expectation that every firm perform-
ing an audit have its working methods validated by a system re-
view. Firms performing audits for the first time, or those that
perform such services only occasionally, may have a higher risk of
noncompliance with professional standards because of lack of ex-
perience. Consequently, the standards now require firms that
have participated in an engagement or report review and subse-
quently performed an engagement requiring a system review
(such as a first audit) to (1) immediately notify the administering
entity and (2) undergo a system review. The system review will be
due 18 months from the year end of the engagement requiring a
system review (or 18 months from the date of the report for fi-
nancial forecasts and projections) or the firm’s next scheduled due
date, whichever is earlier.
36
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All reviewed firms will provide written representations concerning
the information they give to peer reviewers and administering enti-
ties. The representations will assure the peer reviewer that the firm: 
• Is not aware of any situations where it or its personnel have
not complied with the rules and regulations of state
board(s) of accountancy or other regulatory bodies (in-
cluding applicable firm and individual licensing require-
ments for each state in which the firm practices for the year
under review). 
• Has made available to the reviewer any communications
related to allegations or investigations (including litiga-
tion) in the conduct of an accounting, audit, or attestation
engagement performed and reported on by the firm. 
• Has provided the reviewer with a list of all client engage-
ments that concluded during the year under review. 
• Has provided all the other information that the reviewer
has requested.
The requirement requires firms to notify the peer reviewer of any
communications about allegations or investigations (including
litigation) relating to the conduct of an accounting, audit, or at-
testation engagement performed and reported on by the firm.
The objective of such communications is to enhance the peer re-
view process and minimize risk for both reviewer and firm by al-
lowing the peer reviewer to better plan and perform the review,
including identifying offices, owners, and engagements that
should get greater scrutiny during the process. The Board always
has required the peer reviewer, during planning, to notify the
subject firm which engagements have been selected for review.
Under the revised Standards for system reviews, peer reviewers
must notify the firm no earlier than two weeks before com-
mencement of the review which engagements will be reviewed.
However, the review team will hold back notification of at least
one engagement from the initial review list until fieldwork begins
at the reviewed firm’s offices. That engagement should be the
firm’s highest level of service that does not increase the scope of
the review. It is hoped this change to the peer review program will
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add credibility to the program and strengthen reliance on it by
regulators and other third parties.
Another revision ensures that the engagement selected at com-
mencement of the review is available to the peer reviewer during
the fieldwork phase. If the engagement cannot be provided at this
time, the peer reviewer will inform the firm that a limitation in
the scope of the review exists. In addition, the peer review report
will be modified to include the fact that the firm did not make
available an engagement selected for review. 
Firms will also notice significant changes in their peer review re-
ports and letters of comments designed to enable users to better
understand the peer review process and any matters identified
during reviews. Here is a summary of the significant revisions: 
• System review reports will include a brief description of
the system review process.
• When a subject firm performs audits of employee benefit
plans, engagements adhering to government auditing stan-
dards or audits of certain depository institutions with as-
sets of $500 million or more, system review reports will
state that such engagements were selected as a part of the
peer review.
• All deficiencies and recommendations resulting in a modi-
fied or adverse opinion will be included in the system or
engagement review report. Adverse reports no longer will
have a letter of comments, since all matters will be in-
cluded in the report. 
• If a system (or engagement) review report is modified or
adverse, any resulting substandard engagements will be
identified and will include industry and level of service.
The standards define a substandard engagement as one in
which the deficiencies identified, individually or in aggre-
gate, are material to understanding the report or the finan-
cial statements accompanying the report, or represent
omission of a critical accounting, auditing, or attestation
procedure(s) required by professional standards. 
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• Peer review reports will refer to the letter of comments (es-
pecially because users of the reports should be aware when
a letter of comments is issued). 
• For system review reports, the elements of quality control
headings no longer will be included in the letter of comments.
• For report reviews, significant deficiencies identified dur-
ing the review will be clearly expressed in the report. 
A firm’s letter of response will address its plans to correct not only
the findings in the letter of comments but also any deficiencies
identified in modified and adverse reports.
Those are some of the enhancements to the standards that went into
effect for all peer reviews commencing on or after January 1, 2005. 
Help Desk—The standards, interpretations, and additional
guidance related to the revisions are on the AICPA Web site at
www.aicpa.org/members/div/practmon/pr_stds.htm. A white
paper, also available on the Web site, explains the reasoning be-
hind some of the revisions to the standards. 
Organization of Peer Review Teams 
Most peer review “teams” only consist of one reviewer. On some
larger system reviews, a team of more than one person may be in-
volved in the review. The lead peer reviewer on a system review is
called the team captain and other reviewers are known as team
members. The AICPA maintains a database of individuals inter-
ested in serving as reviewers. All reviewers complete a “resume”
containing information that is listed in the database. The infor-
mation includes the reviewer’s firm, the last peer review training
course attended, the industries in which the individual has exper-
tise and how that expertise was obtained, and other information.
The AICPA Standards for Performing and Reporting on Peer Re-
views set the minimum requirements that team captains and peer
reviewers must possess, including experience, continuing profes-
sional education, peer review training, and so on. All reviewers
should update their resume every year. The most common way a
peer review team is formed is known as a firm-on-firm (FOF) re-
view. The firm to be reviewed directly engages another firm to
ARA Comp & Review.qxd  10/31/2005  2:18 PM  Page 39
perform the review. The fees associated with the actual peer re-
view are negotiated between the two firms. Firms must notify the
administering entity of the peer reviewer(s) selected and the ad-
ministering entity must approve them prior to the start of any as-
pect of the peer review.
Some administering entities offer committee-appointed review
teams (CARTs) for engagement and report reviews. In this sec-
ond method of organizing the review team, a firm requests its ad-
ministering entity to choose the reviewer from a pool of qualified
reviewers. The selection is made based on information the firm
submits about its size, industry specialization, and geographic re-
strictions. For example, some firms are unable to locate a peer re-
viewer in their area or do not want a review team from their local
area. The administering entity makes its selection based on the
firm’s requirements, but the firm has the right to reject the team
once it is appointed and ask the administering entity to select an-
other team. The review team’s billing rates are set by the adminis-
tering entity. Not all administering entities offer CART reviews.
Another way a review team may be formed is by an association of
CPA firms. If a firm is a member of an association of CPA firms
that is authorized by the Board to organize review teams, it may
request its association to select the review team similar to a CART
review. Similar to a FOF review, the reviewer must be approved
by the administering entity prior to the start of any aspect of the
peer review.
Members of the peer review team must be independent in fact
and in appearance with respect to the firm. If the firm is unsure as
to its independence status with respect to any members of the
peer review team, the matter should be discussed with the admin-
istering entity.
Selecting the Right Peer Reviewer
Firms engaging their own peer reviewers have greater control over
the process, cost of the review, and any value-added benefits it
would like to derive from the review. As a result, most firms favor
FOF reviews.
40
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The selection of the peer reviewer(s) is a critical step in ensuring
that a firm’s peer review is efficient, cost-effective, and adds value
to the firm’s quality control policies and procedures. Firms that
approach this decision with due care are likely to receive the opti-
mal benefits of the process. 
A firm should find a reviewer whose practice is similar to their
own in terms of size and industry specialization. There are several
ways to learn about prospective reviewers. Administering entities
and associations of CPA firms often have lists of firms that per-
form reviews, some of which are on their Web sites. Many re-
viewers advertise in CPA periodicals and newsletters. Firms can
also consult other CPAs with similar practices, in order to find
out which reviewers they might recommend.
Team captains should be very familiar with and experienced in a
firm’s most important areas of specialization. Team captains gen-
erally familiar with standards in certain industries may not have
the same depth of expertise as a practitioner who specializes in
these industries. Firms often find their best peer reviewers are
those that are truly peers.
There are several questions a firm may wish to ask a prospective
reviewer in determining whether he or she is a peer and obtaining
an overall level of comfort with the reviewer. How many reviews
has the individual performed? How much experience does the re-
viewer have in the industries in which your firm performs? Will
the reviewer be able to complete the review on time, allowing you
enough time to submit the report, letter of comments and letter
of response, if any, to the state CPA society by your firm’s review
due date? Ask the reviewer for a list of firms for which he or she
has conducted peer reviews. The firm should be certain that the
potential review team has a personal understanding of the firm’s
unique practice issues in order to perform the best job possible.
The firm does not always have to select a peer reviewer whose
firm is the same size. Firms that are exactly the same size some-
times struggle with similar issues as the firm under review.
Slightly larger firms may have different insights and solutions to
offer regarding practice problems, since they may have already
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solved these issues within their own firms. In addition, firms that
are seeking to expand can learn from a reviewer whose firm has
already experienced growth. 
Many firms that take greater care in the selection of their peer re-
view team are also able to contract with them to perform some
value-added services. These types of value-added services are
planned and billed separately from the peer review. An experi-
enced review team does offer valuable advice as part of the tradi-
tional peer review and can make observations about efficiencies
and best practices observed at other firms it has reviewed.
Cost is obviously a consideration in selecting a peer reviewer. The
average direct expense of a system review depends on the size, na-
ture, and complexity of the firm’s accounting and auditing prac-
tice. The average direct expense of an engagement or report
review will range based on the size of the practice and the number
of owners responsible for the issuance of review, compilation, and
attestation engagement reports. On a FOF review these expenses
are negotiable between the reviewing and reviewed firms. Admin-
istering entities also charge an “administrative” fee, which is
structured somewhat differently at each entity. Although it is
often important to minimize costs, firms should not use price as
the only criteria when selecting a review team. Review teams that
cost a little more may be able to help firms by not only perform-
ing the peer review, but also by offering suggestions that may
lower the firm’s expenses or increase productivity. In addition, re-
view teams that promise to complete the engagement quickly
may be performing the absolute minimum or cutting corners
that could reduce the value of the process. This is why it is very
important for the firm to take great care in questioning the po-
tential reviewers.
Therefore, the selection of the peer review team should not be
taken lightly. There are many matters to be considered when se-
lecting the review team and a firm that takes the time and special
care during this process is more likely to get the most out of its
peer review.
42
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Q&As About the AICPA Peer Review Program
The AICPA Peer Review Program is dedicated to enhancing the
quality of accounting, auditing, and attestation services per-
formed by AICPA members in public practice. For more infor-
mation on the program, see the AICPA’s Questions and Answers
About the Peer Review Program, available at www.aicpa.org/down-
load/practmon/qandaprp.pdf. 
Accounting Pronouncements and Guidance Update
Presented below is a list of recently issued accounting pronounce-
ments and other guidance issued since the publication of last
year’s Alert. For summaries of these pronouncements, or to ob-
tain copies of them, visit the applicable Web site of the issuing
body. For information on accounting standards issued subse-
quent to the writing of this Alert, please refer to the AICPA Web
site at www.aicpa.org, and the FASB Web site at www.fasb.org.
You may also look for announcements of newly issued standards
in the CPA Letter and Journal of Accountancy.
FASB Statement No. 151 Inventory Costs—an amendment of ARB 
(November 2004) No. 43, Chapter 4
FASB Statement No. 152 Accounting for Real Estate Time-Sharing
(December 2004) Transactions—an amendment of FASB Statements 
No. 66 and 67
FASB Statement No. 153 Exchanges of Nonmonetary Assets—an amendment 
(December 2004) of APB Opinion No. 29
FASB Statement No. 123 Share-Based Payment
(revised 2004)
(December 2004)
FASB Statement No. 154 Accounting Changes and Error Corrections—
(May 2005) a replacement of APB Opinion No. 20 and FASB 
Statement No. 3
FASB Interpretation No. 47 Accounting for Conditional Asset Retirement
(May 2005) Obligations—an interpretation of FASB 
Statement No. 143
FASB EITF Issues Go to www.fasb.org/eitf/ for information on
(Various dates) recent EITF Issues.
(continued)
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FASB Staff Positions Go to www.fasb.org/fasb_staff_positions/final_fsp.
(Various dates) shtml for a complete list of FASB Staff Positions (FSPs).
AICPA Statement of Position Accounting by Insurance Enterprises for Deferred 
(SOP) 05-1 Acquisition Costs in Connection with Modifications 
(September 2005) or Exchanges of Insurance Contracts
AICPA SOP 04-2 Accounting for Real Estate Time-Sharing
(December 2004) Transactions
AICPA Technical Practice “Q&As Related to the Implementation of 
Aid 6300.05-6300.08 SOP 03-1, Accounting and Reporting by Insurance
(November 2004) Enterprises for Certain Nontraditional Long-
(Nonauthoritative) Duration Contracts and for Separate Accounts”
AICPA Technical Practice “Accounting by Noninsurance Enterprises for 
Aid 1200.06-1200.15 Property and Casualty Insurance Arrangements 
(February 2005) That Limit Insurance Risk”
(Nonauthoritative)
AICPA Technical Practice “Accounting and Disclosure Requirements for 
Aid 6930.09 Single-Employer Employee Benefit Plans Related 
(August 2005) to the Medicare Prescription Drug, Improvement 
(Nonauthoritative) and Modernization Act of 2003”
AICPA Technical Practice “Accounting and Disclosure Requirements for 
Aid 6930.10 Multiemployer Employee Benefit Plans Related to 
(August 2005) the Medicare Prescription Drug, Improvement 
(Nonauthoritative) and Modernization Act of 2003”
AICPA Technical Practice “Accounting and Disclosures Guidance for  
Aid 5400.05 Losses from Natural Disasters—
(September 2005) Nongovernmental Entities”
(Nonauthoritative)
Some of the standards are summarized below. These summaries
are for informational purposes only and should not be relied upon
as a substitute for a complete reading of the applicable standard. 
Illustrative List of Inquiries
In addition, in order to assist practitioners in making the appro-
priate inquiries in a review engagement, the ARSC has prepared
an illustrative list of inquires addressing general areas where in-
quires may be made. That list of illustrative inquiries has been
updated to include inquiries for many of the new accounting
pronouncements. The list can be downloaded from the AICPA
Web site at www.aicpa.org/download/members/div/auditstd/Ap-
pendix_B_revised_August_2005.pdf. A copy of the revised illus-
trative inquiries is also included in Appendix G of this Alert. 
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FASB Statement No. 151, Inventory Costs—an amendment of ARB
No. 43, Chapter 4
Accounting Research Bulletin (ARB) No. 43, Restatement and Re-
vision of Accounting Research Bulletins, Chapter 4, “Inventory
Pricing,” and International Accounting Standards No. 2, Invento-
ries, are based on the principle that the primary basis of account-
ing for inventory is cost. Both those accounting standards also
require that abnormal amounts of idle freight, handling costs,
and spoilage be recognized as current-period charges; however,
differences in the wording of the two standards could lead to in-
consistent application of those requirements. 
This Statement amends the guidance in ARB No. 43, Chapter 4,
to clarify the accounting for abnormal amounts of idle facility ex-
pense, freight, handling costs, and wasted material (spoilage).
Paragraph 5 of ARB No. 43, Chapter 4, previously stated that
“. . . under some circumstances, items such as idle facility expense,
excessive spoilage, double freight, and rehandling costs may be so
abnormal as to require treatment as current period charges. . . .”
This Statement requires that those items be recognized as current-
period charges regardless of whether they meet the criterion of “so
abnormal.” In addition, this Statement requires that allocation of
fixed production overheads to the costs of conversion be based on
the normal capacity of the production facilities.
FASB Statement No. 151 is effective for inventory costs incurred
during fiscal years beginning after June 15, 2005.
FASB Statement No. 154, Accounting Changes and Error
Corrections—a replacement of APB Opinion No. 20 and 
FASB Statement No. 3
This Statement replaces Accounting Principles Board (APB)
Opinion No. 20, Accounting Changes, and FASB Statement No. 3,
Reporting Accounting Changes in Interim Financial Statements, and
changes the requirements for the accounting for and reporting of
a change in accounting principle. This Statement applies to all
voluntary changes in accounting principle. It also applies to
changes required by an accounting pronouncement in the un-
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usual instance that the pronouncement does not include specific
transition provisions. When a pronouncement includes specific
transition provisions, those provisions should be followed.
APB Opinion No. 20 previously required that most voluntary
changes in accounting principle be recognized by including in net
income of the period of the change the cumulative effect of changing
to the new accounting principle. This Statement requires retrospec-
tive application to prior periods’ financial statements of changes in
accounting principle, unless it is impracticable to determine either
the period-specific effects or the cumulative effect of the change.
When it is impracticable to determine the period-specific effects of
an accounting change on one or more individual prior periods pre-
sented, this Statement requires that the new accounting principle
be applied to the balances of assets and liabilities as of the begin-
ning of the earliest period for which retrospective application is
practicable and that a corresponding adjustment be made to the
opening balance of retained earnings (or other appropriate compo-
nents of equity or net assets in the statement of financial position)
for that period rather than being reported in an income statement.
When it is impracticable to determine the cumulative effect of ap-
plying a change in accounting principle to all prior periods, this
Statement requires that the new accounting principle be applied as
if it were adopted prospectively from the earliest date practicable.
This Statement defines retrospective application as the application
of a different accounting principle to prior accounting periods as
if that principle had always been used or as the adjustment of pre-
viously issued financial statements to reflect a change in the re-
porting entity. This Statement also redefines restatement as the
revising of previously issued financial statements to reflect the
correction of an error.
This Statement requires that retrospective application of a change
in accounting principle be limited to the direct effects of the
change. Indirect effects of a change in accounting principle, such
as a change in nondiscretionary profit-sharing payments resulting
from an accounting change, should be recognized in the period of
the accounting change.
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This Statement also requires that a change in depreciation, amor-
tization, or depletion method for long-lived, nonfinancial assets
be accounted for as a change in accounting estimate effected by a
change in accounting principle.
This Statement carries forward without change the guidance con-
tained in APB Opinion No. 20 for reporting the correction of an
error in previously issued financial statements and a change in ac-
counting estimate. This Statement also carries forward the guid-
ance in APB Opinion No. 20 requiring justification of a change
in accounting principle on the basis of preferability.
FASB Statement No. 154 is effective for accounting changes and
corrections of errors made in fiscal years beginning after Decem-
ber 15, 2005.
FASB Statement No. 123 (Revised), Share-Based Payment
This Statement is a revision of FASB Statement No. 123, Ac-
counting for Stock-Based Compensation. This Statement supersedes
APB Opinion No. 25, Accounting for Stock Issued to Employees,
and its related implementation guidance.
This Statement establishes standards for the accounting for trans-
actions in which an entity exchanges its equity instruments for
goods or services. It also addresses transactions in which an entity
incurs liabilities in exchange for goods or services that are based
on the fair value of the entity’s equity instruments or that may be
settled by the issuance of those equity instruments. This State-
ment focuses primarily on accounting for transactions in which
an entity obtains employee services in share-based payment trans-
actions. This Statement does not change the accounting guidance
for share-based payment transactions with parties other than em-
ployees provided in FASB Statement No. 123 as originally issued
and EITF Issue No. 96-18, “Accounting for Equity Instruments
That Are Issued to Other Than Employees for Acquiring, or in
Conjunction with Selling, Goods or Services.” This Statement
does not address the accounting for employee share ownership
plans, which are subject to AICPA Statement of Position 93-6,
Employers’ Accounting for Employee Stock Ownership Plans.
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A nonpublic entity will measure the cost of employee services re-
ceived in exchange for an award of equity instruments based on
the grant-date fair value of those instruments, except in certain
circumstances. Specifically, if it is not possible to reasonably esti-
mate the fair value of equity share options and similar instru-
ments because it is not practicable to estimate the expected
volatility of the entity’s share price, a nonpublic entity is required
to measure its awards of equity share options and similar instru-
ments based on a value calculated using the historical volatility of
an appropriate industry sector index instead of the expected
volatility of its share price.
A nonpublic entity may elect to measure its liability awards at
their intrinsic value through the date of settlement.
The grant-date fair value of employee share options and similar in-
struments will be estimated using option-pricing models adjusted
for the unique characteristics of those instruments (unless observ-
able market prices for the same or similar instruments are available).
If an equity award is modified after the grant date, incremental com-
pensation cost will be recognized in an amount equal to the excess of
the fair value of the modified award over the fair value of the origi-
nal award immediately before the modification.
Excess tax benefits, as defined by this Statement, will be recog-
nized as an addition to paid-in capital. Cash retained as a result of
those excess tax benefits will be presented in the statement of cash
flows as financing cash inflows. The write-off of deferred tax as-
sets relating to unrealized tax benefits associated with recognized
compensation cost will be recognized as income tax expense un-
less there are excess tax benefits from previous awards remaining
in paid-in capital to which it can be offset.
The notes to financial statements will disclose information to as-
sist users of financial information to understand the nature of
share-based payment transactions and the effects of those transac-
tions on the financial statements.
This Statement eliminates the alternative to use APB Opinion No.
25’s intrinsic value method of accounting that was provided in
FASB Statement No. 123 as originally issued. Under APB Opin-
48
ARA Comp & Review.qxd  10/31/2005  2:18 PM  Page 48
49
ion No. 25, issuing stock options to employees generally resulted
in recognition of no compensation cost. This Statement requires
entities to recognize the cost of employee services received in ex-
change for awards of equity instruments based on the grant-date
fair value of those awards (with limited exceptions). Recognition of
that compensation cost helps users of financial statements to better
understand the economic transactions affecting an entity and to
make better resource allocation decisions. Such information specif-
ically will help users of financial statements understand the effect
that share-based compensation transactions have on an entity’s fi-
nancial condition and results of operations. This Statement also
will improve comparability by eliminating one of two different
methods of accounting for share-based compensation transactions
and thereby also will simplify existing U.S. GAAP. Eliminating dif-
ferent methods of accounting for the same transactions leads to
improved comparability of financial statements because similar
economic transactions will be accounted for similarly.
The fair-value-based method in this Statement is similar to the
fair-value-based method in FASB Statement No. 123 in most re-
spects. However, the following are the key differences between
the two:
• Nonpublic entities may elect to measure their liabilities to
employees incurred in share-based payment transactions at
their intrinsic value. Under FASB Statement No. 123, all
share-based payment liabilities were measured at their in-
trinsic value. 
• Nonpublic entities are required to account for awards of
equity instruments using the fair-value-based method un-
less it is not possible to reasonably estimate the grant-date
fair value of awards of equity share options and similar in-
struments because it is not practicable to estimate the ex-
pected volatility of the entity’s share price. In that
situation, the entity will account for those instruments
based on a value calculated by substituting the historical
volatility of an appropriate industry sector index for the ex-
pected volatility of its share price. FASB Statement No.
123 permitted a nonpublic entity to measure its equity
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awards using either the fair-value-based method or the
minimum value method. 
• Entities are required to estimate the number of instru-
ments for which the requisite service is expected to be ren-
dered. FASB Statement No. 123 permitted entities to
account for forfeitures as they occur. 
• Incremental compensation cost for a modification of the
terms or conditions of an award is measured by comparing
the fair value of the modified award with the fair value of
the award immediately before the modification. FASB
Statement No. 123 required that the effects of a modifica-
tion be measured as the difference between the fair value of
the modified award at the date it is granted and the award’s
value immediately before the modification determined
based on the shorter of (1) its remaining initially estimated
expected life or (2) the expected life of the modified award. 
• This Statement also clarifies and expands FASB Statement
No. 123’s guidance in several areas, including measuring
fair value, classifying an award as equity or as a liability,
and attributing compensation cost to reporting periods. 
• In addition, this Statement amends FASB Statement No.
95, Statement of Cash Flows, to require that excess tax ben-
efits be reported as a financing cash inflow rather than as a
reduction of taxes paid.
This Statement is effective for nonpublic entities as of the begin-
ning of the first annual reporting period that begins after Decem-
ber 15, 2005. 
This Statement applies to all awards granted after the required ef-
fective date and to awards modified, repurchased, or cancelled
after that date. The cumulative effect of initially applying this
Statement, if any, is recognized as of the required effective date.
As of the required effective date, all entities that used the fair-
value-based method for either recognition or disclosure under
FASB Statement No. 123 will apply this Statement using a mod-
ified version of prospective application. Under that transition
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method, compensation cost is recognized on or after the required
effective date for the portion of outstanding awards for which the
requisite service has not yet been rendered, based on the grant-
date fair value of those awards calculated under FASB Statement
No. 123 for either recognition or pro forma disclosures. For peri-
ods before the required effective date, those entities may elect to
apply a modified version of retrospective application under which
financial statements for prior periods are adjusted on a basis con-
sistent with the pro forma disclosures required for those periods
by FASB Statement No. 123. Nonpublic entities that used the
minimum value method in FASB Statement No. 123 for either
recognition or pro forma disclosures are required to apply the
prospective transition method as of the required effective date.
Recent AICPA Independence and Ethics Pronouncements
As mentioned earlier, the AICPA Independence and Ethics
Alert—2005/06 (product no. 022476kk) contains a complete up-
date on new independence and ethics pronouncements. Some re-
cent developments pertain to financial relationships, outsourcing,
and nonattest services. This Alert can be obtained by calling the
AICPA at (888) 777-7077 or going online at www.cpa2biz.com.
Readers should obtain that Alert to be aware of independence
and ethics matters that will affect their practice.
On the Horizon 
Practitioners should keep abreast of accounting and reporting de-
velopments and upcoming guidance that may affect engage-
ments. Remember that exposure drafts are nonauthoritative and
cannot be used as a basis for changing GAAP or generally ac-
cepted auditing standards (GAAS). The AICPA general Audit
Risk Alert—2005/06 (product no. 022336kk) summarizes some
of the more significant outstanding exposure drafts. 
Additionally, the following table lists the various standard-setting
bodies’ Web sites where information regarding outstanding expo-
sure drafts may be obtained. Also see Appendix A, “Additional
Web Resources,” of this Alert for a more complete list. 
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Standard-Setting Body Web Site
AICPA Auditing Standards www.aicpa.org/members/div/
Board (ASB) auditstd/drafts.htm
AICPA Accounting Standards www.aicpa.org/members/div/
Executive Committee (AcSEC) acctstd/index.htm 
AICPA Accounting and www.aicpa.org/members/div/
Review Services Committee (ARSC) auditstd/index.htm
Governmental Accounting www.gasb.org
Standards Board (GASB)
Financial Accounting Standards www.fasb.org
Board (FASB) 
Professional Ethics Executive www.aicpa.org/members/div/
Committee (PEEC) ethics/index.htm
Help Desk—The AICPA’s standard-setting committees pub-
lish exposure drafts of proposed professional standards exclu-
sively on the AICPA Web site at www.aicpa.org. The AICPA
will notify interested parties by e-mail about new exposure
drafts. To have your e-mail address put on the notification list
for all AICPA exposure drafts, send your e-mail address to
memsat@aicpa.org. Indicate “exposure draft email list” in the
subject header field to help process your submission more effi-
ciently. Include your full name, mailing address and, if known,
your membership and subscriber number in the message. The
AICPA Web site also has connecting links to the other stan-
dard-setting bodies listed above.
SSARSs Pipeline
The AICPA Accounting and Review Services Committee
(ARSC) is currently working on the following projects. 
Discussion Memorandum, Need for Independence When
Performing Compilation Engagements
Due to the evolving complexity of the Independence Standards as
codified in the AICPA Code of Professional Conduct, the ARSC is
seeking the input of CPAs, their clients, and third-party users of
compiled financial statements as to the need for independence
when performing compilation engagements.
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In an effort to obtain the input of CPAs, their clients, and third-
party users of compiled financial statements, the ARSC devel-
oped a discussion memorandum, the purpose of which is to set
forth specific questions for which the ARSC would like to receive
comments before it further considers the independence require-
ments related to compilation engagements. 
The ARSC welcomes comments to the discussion memorandum
from all interested parties. The discussion memorandum is ex-
pected to be available on www.aicpa.org in October 2005. Com-
ments may be submitted directly through the electronic survey
on www.aicpa.org or may be sent via electronic mail to Michael
Glynn at mglynn@aicpa.org no later than May 19, 2006.
After consideration of comments received, the ARSC plans to ad-
dress the issue at a public meeting for the purpose of deciding
whether it should undertake a project to revisit the need for inde-
pendence when performing a compilation engagement, and, if
required, how the impairment of a practitioner’s independence
would best be communicated in the compilation report. 
Potential Project on Cross-References to Auditing Literature
The ARSC has discussed the various areas in the SSARSs Codifi-
cation in which the Codification directs the reader to the audit-
ing literature. The ARSC is aware that many practitioners
perform only compilations and reviews and, as such, are either
unfamiliar with the auditing literature or lack access to such liter-
ature. The ARSC has concluded that a project should be initiated
in which the cross-references to the auditing literature be elimi-
nated from the SSARSs Codification. In those cases deemed ap-
propriate, similar guidance will be developed and will become a
part of SSARSs. The project will be part of an Omnibus project
that may be exposed in the first quarter of 2006.
Accounting Pipeline
Proposed FASB Interpretation, Accounting for Uncertain Tax
Positions—an interpretation of FASB Statement No. 109
This proposed Interpretation would clarify the accounting for
uncertain tax positions in accordance with FASB Statement No.
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109, Accounting for Income Taxes. An enterprise would be re-
quired to recognize, in its financial statements, the best estimate
of the impact of a tax position only if that position is probable of
being sustained on audit based solely on the technical merits of
the position. In evaluating whether the probable recognition
threshold has been met, this proposed Interpretation would re-
quire the presumption that the tax position will be evaluated dur-
ing an audit by taxing authorities.
The term probable is used in this proposed Interpretation consis-
tent with its use in FASB Statement No. 5, Accounting for Contin-
gencies, to mean “the future event or events are likely to occur.”
Individual tax positions that fail to meet the probable recognition
threshold will generally result in either (1) a reduction in the de-
ferred tax asset or an increase in a deferred tax liability or (2) an
increase in a liability for income taxes payable or the reduction of
an income tax refund receivable. The impact may also include
both (1) and (2). The increase in the income tax liability would
not be classified as a deferred tax liability unless it resulted from a
taxable temporary difference created by a tax position that has
met the probable recognition threshold. For enterprises that pre-
sent classified statements of financial position, the income tax lia-
bility would be classified as current to the extent that a payment
is anticipated within one year or the operating cycle, if longer.
This proposed Interpretation also would provide guidance on
disclosure, accrual of interest and penalties, accounting in interim
periods, and transition. A final Interpretation is expected to be is-
sued during the first quarter of 2006. Refer to the FASB Web site
at www.fasb.org for complete information. 
Proposed FASB Statement, Consolidated Financial Statements,
Including Accounting and Reporting of Noncontrolling Interests
in Subsidiaries—a replacement of ARB No. 51 
This proposed Statement would replace ARB No. 51, Consolidated
Financial Statements, as amended by FASB Statement No. 94,
Consolidation of All Majority-Owned Subsidiaries. It also would es-
tablish standards for the accounting and reporting of noncontrol-
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ling interests (sometimes called minority interests) in consolidated
financial statements and for the loss of control of subsidiaries.
This proposed Statement would carry forward, without reconsid-
eration, the provisions of ARB No. 51, as amended, related to
consolidation purpose and policy and certain of the provisions re-
lated to consolidation procedure. It would not change the re-
quirement in ARB No. 51 that all companies in which the parent
has a controlling financial interest be consolidated. To facilitate
its objective of codification and simplification of U.S. GAAP, the
FASB decided to incorporate into this proposed Statement the
guidance in ARB No. 51 and the guidance for the accounting
and reporting of noncontrolling interests and loss of control of
subsidiaries. This proposed Statement also would amend FASB
Statement No. 128, Earnings per Share, to specify the computa-
tion, presentation, and disclosure requirements for earnings per
share if a parent has one or more partially owned subsidiaries. A
final Statement is expected to be issued during the fourth quarter
of 2006, concurrently with the issuance of a final Statement of
the proposed FASB Statement discussed below on business com-
binations. Refer to the FASB Web site at www.fasb.org for com-
plete information. 
Proposed FASB Statement, Business Combinations—a
replacement of FASB Statement No. 141
A business combination is a transaction or other event in which
an acquirer obtains control of one or more businesses (the ac-
quiree). The objective of this proposed Statement is that all busi-
ness combinations be accounted for by applying the acquisition
method. In accordance with the acquisition method, the acquirer
measures and recognizes the acquiree, as a whole, and the assets
acquired and liabilities assumed at their fair values as of the ac-
quisition date.
This proposed Statement would replace FASB Statement No.
141, Business Combinations. In addition, this proposed State-
ment would be required to be applied at the same time as Pro-
posed FASB Statement, Consolidated Financial Statements,
Including Accounting and Reporting of Noncontrolling Interests in
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Subsidiaries (see above). A final Statement is expected to be is-
sued during the fourth quarter of 2006. Refer to the FASB Web
site at www.fasb.org for complete information. 
Proposed FASB Statement, The Hierarchy of Generally
Accepted Accounting Principles
This proposed Statement would identify the sources of account-
ing principles and the framework for selecting the principles to be
used in the preparation of financial statements of nongovernmen-
tal enterprises that are presented in conformity with GAAP in the
United States. The GAAP hierarchy is currently presented in AU
sec. 411, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles (AICPA, Professional
Standards, vol. 1). The FASB is responsible for identifying the
sources of accounting principles and the framework for selecting
the principles used in the preparation of financial statements of
nongovernmental enterprises that are presented in conformity
with GAAP. The FASB believes that the GAAP hierarchy should
be directed specifically to enterprises because it is the enterprise
(not its auditor) that is responsible for selecting accounting prin-
ciples for financial statements that are presented in conformity
with the GAAP hierarchy. Accordingly, the FASB concluded that
the GAAP hierarchy should reside in the accounting literature es-
tablished by the FASB and decided to issue this proposed State-
ment. A final Statement is expected to be issued during the
fourth quarter of 2005. Refer to the FASB Web site at
www.fasb.org for complete information. 
Proposed FASB Statement, Fair Value Measurements
This proposed Statement would provide guidance for how to
measure fair value. It would apply broadly to financial and nonfi-
nancial assets and liabilities that are measured at fair value under
other authoritative accounting pronouncements. The FASB ex-
pects that the guidance provided by this proposed Statement will
be applied together with applicable valuation standards and gen-
erally accepted valuation practices, where appropriate.
Prior to this proposed Statement, there was limited guidance for
applying the fair value measurement objective in GAAP. That
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guidance was dispersed among the many pronouncements that re-
quire fair value measurements. Differences in that guidance cre-
ated inconsistencies which added to the complexity in GAAP.
Also, many constituents have raised concerns about the ability to
develop reliable estimates of fair value in certain circumstances, in
particular, in the absence of quoted prices. In response, the FASB
decided to develop a framework clarifying the fair value measure-
ment objective and its application under other pronouncements
that require fair value measurements. In developing the frame-
work, the FASB also considered the need for increased consistency
and comparability in fair value measurements and enhanced dis-
closures about fair value measurements. A final Statement is ex-
pected to be issued during the fourth quarter of 2005. Refer to the
FASB Web site at www.fasb.org for complete information. 
Proposed FASB Statement, Accounting for Transfers of
Financial Assets—an amendment of FASB Statement No. 140
(Revision of Exposure Draft Issued June 10, 2003)
This proposed Statement, which is a revision of the June 2003 ex-
posure draft Qualifying Special-Purpose Entities and Isolation of
Transferred Assets, would amend FASB Statement No. 140, Ac-
counting for Transfers and Servicing of Financial Assets and Extin-
guishments of Liabilities, to revise or clarify the derecognition
requirements for financial assets and the initial measurement of
interests related to transferred financial assets that are held by a
transferor. Two other proposed Statements are being exposed
concurrently that would also amend FASB Statement No. 140
(see below). To understand the overall effect on FASB Statement
No. 140 of these proposed Statements, it is important to consider
all three documents. A final Statement is expected to be issued
during the first quarter of 2006. Refer to the FASB Web site at
www.fasb.org for complete information. 
Proposed FASB Statement, Accounting for Servicing of
Financial Assets—an amendment of FASB Statement No. 140 
This proposed Statement would amend FASB Statement No.
140 with respect to the accounting for servicing of financial as-
sets. This proposed Statement would require that all separately
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recognized servicing rights be initially measured at fair value, if
practicable. For each class of separately recognized servicing assets
and liabilities, this proposed Statement would permit an entity to
choose either of the following subsequent measurement methods:
1. Amortize servicing assets or liabilities in proportion to and
over the period of estimated net servicing income or net ser-
vicing loss. This method, which is currently required by
FASB Statement No. 140, continues to require the assess-
ment of servicing assets or liabilities for impairment or in-
creased obligation based on fair value at each reporting date.
2. Report servicing assets or liabilities at fair value at each re-
porting date and report changes in fair value in earnings in
the period in which the changes occur.
This proposed Statement also would require additional disclosures
for all separately recognized servicing rights. Two other proposed
Statements are being exposed concurrently that would also amend
FASB Statement No. 140 (see above and below). A final Statement
is expected to be issued during the first quarter of 2006. Refer to
the FASB Web site at www.fasb.org for complete information. 
Proposed FASB Statement, Accounting for Certain Hybrid
Financial Instruments—an amendment of FASB Statements No.
133 and 140 
This proposed Statement would amend FASB Statements No.
133, Accounting for Derivative Instruments and Hedging Activities,
and No. 140 in the following ways:
1. Permit fair value remeasurement for any hybrid financial
instrument that contains an embedded derivative that oth-
erwise would require bifurcation
2. Clarify which interest-only strips and principal-only strips are
not subject to the requirements of FASB Statement No. 133
3. Establish a requirement to evaluate beneficial interests in se-
curitized financial assets to identify interests that are free-
standing derivatives or that are hybrid financial instruments
that contain an embedded derivative requiring bifurcation
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4. Clarify that concentrations of credit risk in the form of
subordination are not embedded derivatives
5. Eliminate restrictions on a qualifying special-purpose en-
tity’s ability to hold passive derivative financial instruments
that pertain to beneficial interests that are or contain a de-
rivative financial instrument
Two other proposed Statements are being exposed concurrently
that would also amend FASB Statement No. 140 (see above). A
final Statement is expected to be issued during the first quarter
of 2006. Refer to the FASB Web site at www.fasb.org for com-
plete information. 
Proposed FASB EITF Issues
Numerous open issues are under deliberation by the EITF. Readers
should visit the FASB Web site at www.fasb.org/eitf/agenda.shtml
for complete information.
Proposed FASB Staff Positions
A number of proposed FASB Staff Positions are in progress address-
ing issues related to FASB Statements No. 13, No. 123(R), and No.
140, and FASB Interpretations No. 45 and No. 46(R). Readers
should visit the FASB Web site at www.fasb.org/fasb_staff_posi-
tions/proposed_fsp.shtml for complete information.
AICPA Resource Central
On the Bookshelf
The following publications deliver valuable guidance and practi-
cal assistance as potent tools to be used on your engagements.
• Compilation and Review Engagements—Essential Questions
and Answers (product no. 006622kk)
• Review Engagements: New and Expanded Guidance on Ana-
lytical Procedures and Inquiries (product no. 006618kk)
• Accounting Trends & Techniques—2005 (product no. 009897kk)
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• Preparing and Reporting on Cash- and Tax-Basis Financial
Statements (product no. 006701kk)
• Understanding and Implementing SSARS No. 8 (product
no. 006612kk)
Audit and Accounting Manual 
The Audit and Accounting Manual (as of August 1, 2005) (prod-
uct no. 005135kk) is a valuable nonauthoritative practice tool
designed to provide assistance for audit, review, and compilation
engagements. The manual contains numerous practice aids,
samples, and illustrations, including audit programs; auditors’ re-
ports; checklists; engagement letters; and management represen-
tation and confirmation letters, among other items. 
Continuing Professional Education
The AICPA has developed a number of continuing professional
education (CPE) courses that are valuable to CPAs performing
compilation and review engagements. Visit www.cpa2biz.com for
a complete list of CPE courses. 
Compilation and Review Webcast
When planning your engagements, you can join the many practi-
tioners who have participated in AICPA Webcasts. Webcasts are
an exceptional way to stay current on today’s professional issues.
Led by recognized experts, Webcasts provide complete briefings
on a variety of pertinent practice topics. During a two-hour live
Webcast, participants have the opportunity to e-mail and ask
questions of expert panelists. 
The 2005/06 Compilation and Review Webcast is scheduled for
December 1, 2005. To register for the December 2005 Compila-
tion and Review Webcast or to purchase the archived Webcasts
in CD format, go to www.cpa2biz.com/Web+Events/Web-
casts/default.htm. CPE credit is earned for both live and CD
version participation.
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Service Center Operations
To order AICPA products, receive information about AICPA ac-
tivities, and find help on your membership questions, call the
AICPA Service Center Operations at (888) 777-7077.
AICPA Technical Hotline and Ethics Hotline
Technical questions about GAAP, OCBOA, accounting, audit-
ing, compilation engagements, review engagements, or other
technical matters may be addressed to the AICPA’s Accounting
and Auditing Technical Hotline. AICPA staff will research the
question and respond with their answer. The Technical Hotline
can be reached at (888) 777-7077. 
In addition to the Technical Hotline, the AICPA also offers an
Ethics Hotline. Members of the AICPA’s Professional Ethics
Team answer inquiries concerning independence and other be-
havioral issues related to the application of the AICPA Code of
Professional Conduct. The Ethics Hotline can be reached at
(888) 777-7077. 
This Alert replaces the Compilation and Review Alert—2004/05.
The Compilation and Review Alert is published annually. As you
encounter issues that you believe warrant discussion in next year’s
Alert, please feel free to share those with us. Any other comments
you have about the Alert would also be appreciated. You may e-
mail these comments to lpombo@aicpa.org or write to:
Lori Pombo
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX A
Additional Web Resources 
Here are some useful Web sites that may provide valuable infor-
mation to accountants performing compilation and review en-
gagements.
Name of Site Content Internet Address
Accountants World Online community of www.accountantsworld.com
independent accountants 
providing resources 
and tools
Accounting Web Online community for www.accountingweb.com
the accounting profession
American Institute Summaries of recent www.aicpa.org and 
of CPAs (AICPA) auditing and other www.cpa2biz.com
professional standards 
as well as other AICPA
activities
AICPA Accounting Issues SOPs, guides, www.aicpa.org/members/
Standards Executive practice bulletins div/acctstd/index.htm
Committee (AcSEC) containing financial,
accounting and reporting 
recommendations, 
among other things
AICPA Accounting Develops and issues review www.aicpa.org/members/
and Review Services and compilation standards div/auditstd/index.htm
Committee (ARSC) and interpretations
AICPA Professional Accumulates and considers www.aicpa.org/members/
Issues Task Force practice issues that appear div/secps/lit/practice.htm
to present concerns for 
practitioners and for 
disseminating information
or guidance, as appropriate, 
in the form of practice alerts
AuditNet Electronic communications www.auditnet.org
among audit professionals
CPAnet Links to other Web sites of www.cpanet.com
interest to CPAs
(continued)
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Name of Site Content Internet Address
Economy.com Source for analysis, data, www.economy.com
forecasts, and information 
on the United States and 
world economies
Federal Reserve Bank Key interest rates www.ny.frb.org
of New York
Financial Accounting Summaries of recent www.fasb.org
Standards Board (FASB) accounting pronouncements 
and other FASB activities
Government Policy and guidance www.gao.gov
Accountability Office materials, reports on federal 
agency major rules
Hoovers Online Online information on www.hoovers.com
various companies and 
industries
International Summaries of International www.iasb.org
Accounting Standards Financial Reporting Standards 
Board and International 
Accounting Standards
International Information on standards- www.ifac.org
Federation of setting activities in the 
Accountants (IFAC) international arena
Internet Bulletin CPA tool for Internet sites, www.prenticehall.ca/
for CPAs (and discussion groups, and other accountingsgreatesthits/
other resources) resources for CPAs resource.html
Tax Analysts Online Provides information on www.tax.org
current tax developments
U.S. Tax Code A complete text of the U.S. www.fourmilab.ch/
On-Line Tax Code ustax/ustax.html
WebCPA World Wide Web magazine www.webcpa.com/
that features up-to-the-minute 
news for accountants
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APPENDIX B
Revised Illustrative Engagement Letter:
Compilation of Financial Statements*
[Appropriate Salutation]
This letter is to confirm our understanding of the terms and
objectives of our engagement and the nature and limitations of
the services we will provide.
We will perform the following services:
We will compile, from information you provide, the annual
[and interim, if applicable] balance sheet and related statements
of income, retained earnings, and cash flows of XYZ Company
for the year 20XX. 
We will compile the financial statements and issue an accoun-
tant’s report thereon in accordance with Statements on Stan-
dards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants. A compi-
lation is limited to presenting, in the form of financial state-
ments, information that is the representation of management.
We will not audit or review the financial statements and, ac-
cordingly, will not express an opinion or any other form of as-
surance on them.
Our engagement cannot be relied upon to disclose errors, fraud,
or illegal acts that may exist. However, we will inform the ap-
propriate level of management of any material errors, and of any
evidence or information that comes to our attention during the
performance of our compilation procedures, that fraud may
have occurred. In addition, we will report to you any evidence
or information that comes to our attention during the perfor-
mance of our compilation procedures regarding illegal acts that
may have occurred, unless they are clearly inconsequential. 
* This section is reprinted from Appendix C, “Compilation of Financial Statements—
Illustrative Engagement Letter,” (revised July 2005) of AR section 100, Compilation
and Review of Financial Statements (AICPA, Professional Standards, vol. 2).
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As part of our engagement, we will also (list any nonattest ser-
vices to be performed, if applicable, such as income tax prepa-
ration and bookkeeping services).
You are responsible for:
a. Making all management decisions and performing all
management functions;
b. Designating an individual who possesses suitable skill,
knowledge, and/or experience, preferably within senior
management, to oversee the services;
c. Evaluating the adequacy and results of the services performed;
d. Accepting responsibility for the results of the services; and
e. Establishing and maintaining internal controls, includ-
ing monitoring ongoing activities.
If, for any reason, we are unable to complete the compilation
of your financial statements, we will not issue a report on such
statements as a result of this engagement.
Our fees for these services . . . .
We will be pleased to discuss this letter with you at any time.
If the foregoing is in accordance with your understanding,
please sign the copy of this letter in the space provided and re-
turn it to us.†
Sincerely yours,
________________________
[Signature of accountant]
Acknowledged:
XYZ Company
_______________________
President
_______________________
Date
† Some accountants prefer not to obtain an acknowledgment, in which case their let-
ter would omit the paragraph beginning, “If the foregoing…” and the spaces for the
acknowledgment. The first paragraph of their letter might begin as follows: “This
letter sets forth our understanding of the terms and objectives of our engagement…”
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APPENDIX C
Revised Illustrative Engagement Letter:
Compilation of Financial Statements Not
Intended for Third Party Use*
[Appropriate Salutation]
This letter is to confirm our understanding of the terms and
objectives of our engagement and the nature and limitations of
the services we will provide. 
We will perform the following services:
We will compile, from information you provide, the [monthly,
quarterly, or other frequency] financial statements of XYZ Com-
pany for the year 20XX. 
We will compile the financial statements in accordance with
Statements on Standards for Accounting and Review Services
issued by the American Institute of Certified Public Accoun-
tants. A compilation is limited to presenting, in the form of fi-
nancial statements, information that is the representation of
management. We will not audit or review the financial state-
ments and, accordingly, will not express an opinion or any
other form of assurance on them.
The financial statements will not be accompanied by a report.
Based upon our discussions with you, these statements are for
management’s use only and are not intended for third-party use.
Material departures from generally accepted accounting princi-
ples (GAAP) or other comprehensive basis of accounting
(OCBOA) may exist and the effects of those departures, if any,
on the financial statements may not be disclosed. In addition
substantially all disclosures required by GAAP or OCBOA may
* This section is reprinted from Appendix D, “Compilation of Financial Statements
Not Intended for Third Party Use—Illustrative Engagement Letter,” (revised July
2005) of AR section 100, Compilation and Review of Financial Statements (AICPA,
Professional Standards, vol. 2).
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be omitted. (The accountant may wish to identify known de-
partures.) Notwithstanding these limitations, you represent that
you have knowledge about the nature of the procedures applied
and the basis of accounting and assumptions used in the prepa-
ration of the financial statements that allows you to place the fi-
nancial information in the proper context. Further, you
represent and agree that the use of the financial statements will
be limited to members of management with similar knowledge.
The financial statements are intended solely for the informa-
tion and use of [include list of specified members of management]
and are not intended to be and should not be used by any
other party—[optional].
Our engagement cannot be relied upon to disclose errors, fraud,
or illegal acts that may exist. However, we will inform the ap-
propriate level of management of any material errors and of any
evidence or information that comes to our attention during the
performance of our compilation procedures, that fraud may
have occurred. In addition, we will report to you any evidence
or information that comes to our attention during the perfor-
mance of our compilation procedures, regarding illegal acts that
may have occurred unless they are clearly inconsequential. 
We are not independent with respect to [name of entity] [if
applicable]. 
As part of our engagement, we will also (list any nonattest ser-
vices to be provided, if applicable, such as income tax prepara-
tion and bookkeeping services). 
You are responsible for:
a. Making all management decisions and performing all
management functions;
b. Designating an individual who possesses suitable skill,
knowledge, and/or experience, preferably within senior
management, to oversee the services;
c. Evaluating the adequacy and results of the services
performed;
d. Accepting responsibility for the results of the services; and
e. Establishing and maintaining internal controls, includ-
ing monitoring ongoing activities.
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The other data accompanying the financial statements are pre-
sented only for supplementary analysis purposes and will be
compiled from information that is the representation of manage-
ment, without audit or review, and we do not express an opinion
or any other form of assurance on such data—[if applicable].
Our fees for these services ….
Should you require financial statements for third-party use,
we would be pleased to discuss with you the requested level of
service. Such engagement would be considered separate and
not deemed to be part of the services described in this engage-
ment letter.
We will be pleased to discuss this letter with you at any time.
If the foregoing is in accordance with your understanding,
please sign the copy of this letter in the space provided and re-
turn it to us.†
Sincerely yours,
_______________________
[Signature of accountant]
Accepted and agreed to:
XYZ Company
_______________________
Title
_______________________
Date
† Some accountants prefer not to obtain an acknowledgment, in which case their let-
ter would omit the paragraph beginning, “If the foregoing…” and the spaces for the
acknowledgment. The first paragraph of their letter might begin as follows: “This
letter sets forth our understanding of the terms and objectives of our engagement…”
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APPENDIX D
Revised Illustrative Engagement Letter: 
Review of Financial Statements* 
[Appropriate Salutation]
This letter is to confirm our understanding of the terms and
objectives of our engagement and the nature and limitations of
the services we will provide.
We will perform the following services:
We will review the financial statements of XYZ Company as of
December 31, 20XX, and issue an accountant’s report thereon
in accordance with Statements on Standards for Accounting
and Review Services issued by the American Institute of Certi-
fied Public Accountants. We will not perform an audit of such
financial statements, the objective of which is the expression of
an opinion regarding the financial statements taken as a whole,
and, accordingly, we will not express such an opinion on them.
A review consists primarily of inquiries of company personnel
and analytical procedures applied to financial data. A review
does not contemplate obtaining an understanding of internal
control or assessing control risk, tests of accounting records
and responses to inquiries by obtaining corroborating eviden-
tial matter, and certain other procedures ordinarily performed
during an audit. Thus, a review does not provide assurance
that we will become aware of all significant matters that would
be disclosed in an audit. 
Our engagement cannot be relied upon to disclose errors,
fraud, or illegal acts that may exist. However, we will inform
the appropriate level of management of any material errors, and
of any evidence or information that comes to our attention
during the performance of our review procedures, that fraud
may have occurred. In addition, we will report to you any evi-
* This section is reprinted from Appendix E, “Review of Financial Statements —Illus-
trative Engagement Letter,” (revised July 2005) of AR section 100, Compilation and
Review of Financial Statements (AICPA, Professional Standards, vol. 2).
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dence or information that comes to our attention during the
performance of our review procedures regarding illegal acts that
may have occurred, unless they are clearly inconsequential. 
As part of our engagement, we will also (list any nonattest ser-
vices to be provided, if applicable, such as income tax prepara-
tion and bookkeeping services). 
You are responsible for:
a. Making all management decisions and performing all
management functions;
b. Designating an individual who possesses suitable skill,
knowledge, and/or experience, preferably within senior
management, to oversee the services;
c. Evaluating the adequacy and results of the services performed;
d. Accepting responsibility for the results of the services; and
e. Establishing and maintaining internal controls, includ-
ing monitoring ongoing activities.
As part of our review procedures, we will require certain writ-
ten representations from management about the financial
statements and matters related thereto.
If, for any reason, we are unable to complete our review of your
financial statements, we will not issue a report on such state-
ments as a result of this engagement.
Our fees for these services. . . .
We will be pleased to discuss this letter with you at any time.
If the foregoing is in accordance with your understanding, please
sign the copy of this letter in the space provided and return it to us.
Sincerely yours,
_______________________
[Signature of accountant]
Acknowledged:
XYZ Company
_______________________
President
_______________________
Date
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APPENDIX E
New Illustrative Engagement Letter:
Compilation of Specified Elements, Accounts,
or Items of a Financial Statement*
[Appropriate Salutation]
This letter is to confirm our understanding of the terms and
objectives of our engagement and the nature and limitations of
the services we will provide.
We will perform the following services:
We will compile, from information you provide, [identify spec-
ified element, account, or item of the financial statement, e.g.,
schedule of accounts receivable or schedule of depreciation-in-
come tax basis] of XYZ Company as of December 31, 20XX. 
We will compile the [identify specified element, account, or item of
the financial statement] and issue an accountant’s report thereon
in accordance with Statements on Standards for Accounting and
Review Services. A compilation is limited to presenting financial
information that is the representation of management (owners).
We will not audit or review the [identify specified element, ac-
count, or item of the financial statement] and, accordingly, will
not express an opinion or any other form of assurance on it.
Our engagement cannot be relied upon to disclose errors, fraud,
or illegal acts that may exist. However, we will inform the ap-
propriate level of management of any material errors, and of any
evidence or information that comes to our attention during the
performance of our compilation procedures, that fraud may
have occurred. In addition, we will report to you any evidence
or information that comes to our attention during the perfor-
mance of our compilation procedures regarding illegal acts that
may have occurred, unless they are clearly inconsequential. 
* This section is reprinted from the Appendix, “Compilation of Specified Elements,
Accounts, or Items of a Financial Statement—Illustrative Engagement Letter,” of AR
section 110, Compilation of Specified Elements, Accounts, or Items of a Financial State-
ment (AICPA, Professional Standards, vol. 2).
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As part of our engagement, we will also (list any nonattest ser-
vices to be performed, if applicable, such as income tax prepa-
ration and bookkeeping services). 
You are responsible for:
a. Making all management decisions and performing all
management functions;
b. Designating an individual who possesses suitable skill,
knowledge, and/or experience, preferably within senior
management, to oversee the services;
c. Evaluating the adequacy and results of the services performed;
d. Accepting responsibility for the results of the services; and
e. Establishing and maintaining internal controls, includ-
ing monitoring ongoing activities.
If, for any reason, we are unable to complete the compilation
of your [identify specified element, account, or item of the finan-
cial statement], we will not issue a report on such schedule as a
result of this engagement.
Our fees for these services . . . .
We will be pleased to discuss this letter with you at any time.
If the foregoing is in accordance with your understanding,
please sign the copy of this letter in the space provided and re-
turn it to us.†
Sincerely yours,
________________________
[Signature of accountant]
Acknowledged:
XYZ Company
_______________________
President
_______________________
Date
† Some accountants prefer not to obtain an acknowledgment, in which case their let-
ter would omit the paragraph beginning, “If the foregoing…” and the spaces for the
acknowledgment. The first paragraph of their letter might begin as follows: “This
letter sets forth our understanding of the terms and objectives of our engagement…”
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APPENDIX F
New Illustrative Engagement Letter:
Compilation of Pro Forma Financial
Information*
[Appropriate Salutation]
This letter is to confirm our understanding of the terms and
objectives of our engagement and the nature and limitations of
the services we will provide.
We will perform the following services:
We will compile, from information you provide, the pro forma fi-
nancial information of XYZ Company as of December 31, 20XX. 
We will compile the pro forma financial information and issue
an accountant’s report thereon in accordance with Statements
on Standards for Accounting and Review Services. A compila-
tion is limited to presenting financial information that is the
representation of management (owners). We will not audit or
review the pro forma financial information and, accordingly,
will not express an opinion or any other form of assurance on it.
Our engagement cannot be relied upon to disclose errors, fraud,
or illegal acts that may exist. However, we will inform the ap-
propriate level of management of any material errors, and of any
evidence or information that comes to our attention during the
performance of our compilation procedures, that fraud may
have occurred. In addition, we will report to you any evidence
or information that comes to our attention during the perfor-
mance of our compilation procedures regarding illegal acts that
may have occurred, unless they are clearly inconsequential. 
As part of our engagement, we will also (list any nonattest ser-
vices to be performed, if applicable, such as income tax prepa-
ration and bookkeeping services). 
* This section is reprinted from the Appendix, “Compilation of Pro Forma Financial
Information—Illustrative Engagement Letter,” of AR section 120, Compilation of
Pro Forma Financial Information (AICPA, Professional Standards, vol. 2).
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You are responsible for:
a. Making all management decisions and performing all
management functions;
b. Designating an individual who possesses suitable skill,
knowledge, and/or experience, preferably within senior
management, to oversee the services;
c. Evaluating the adequacy and results of the services performed;
d. Accepting responsibility for the results of the services; and
e. Establishing and maintaining internal controls, includ-
ing monitoring ongoing activities.
If, for any reason, we are unable to complete the compilation
of your pro forma financial information, we will not issue a re-
port on such information as a result of this engagement.
Our fees for these services . . . .
We will be pleased to discuss this letter with you at any time.
If the foregoing is in accordance with your understanding,
please sign the copy of this letter in the space provided and re-
turn it to us.†
Sincerely yours,
________________________
[Signature of accountant]
Acknowledged:
XYZ Company
_______________________
President
_______________________
Date
† Some accountants prefer not to obtain an acknowledgment, in which case their let-
ter would omit the paragraph beginning, “If the foregoing…” and the spaces for the
acknowledgment. The first paragraph of their letter might begin as follows: “This
letter sets forth our understanding of the terms and objectives of our engagement…”
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APPENDIX G
Revised Review of Financial Statements—
Illustrative Inquiries*
The inquiries to be made in a review of financial statements are a
matter of the accountant’s professional judgment. In determining
the appropriate inquiries, an accountant may consider (a) the na-
ture and materiality of the items reflected in the financial state-
ments, (b) the likelihood of a misstatement in the financial
statements, (c) knowledge obtained during current and previous
engagements, (d ) the stated qualifications of the entity’s account-
ing personnel, (e) the extent to which a particular item is affected
by management’s judgment, and (f ) inadequacies in the entity’s
underlying financial data. The inquiries should generally be made
of members of management with financial reporting and ac-
counting responsibilities. 
The following list of inquiries is for illustrative purposes only.
These inquiries will not necessarily be applicable in every review
engagement, nor are these inquiries meant to be all-inclusive.
These illustrative inquiries are not intended to serve as a program
or checklist to be utilized in performing a review engagement;
rather, they address general areas where inquiries might be made
in a review engagement. Also, the accountant may feel it neces-
sary to make several inquiries in an effort to answer questions re-
lated to the issues addressed in these illustrative inquiries. 
1. General
a. Have there been any changes in the entity’s business activities?
* This section is derived from Appendix B, “Review of Financial Statements—Illustra-
tive Inquiries,” of AR section 100, Compilation and Review of Financial Statements
(AICPA, Professional Standards, vol. 2). This appendix includes updated inquiries for
many of the new accounting pronouncements issued through September of 2005
(indicated in bold italic).
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b. Are there any unusual or complex situations that may
have an effect on the financial statements (for example,
business combinations, restructuring plans, or litigation)?
c. What procedures are in place related to recording, classi-
fying, and summarizing transactions and accumulating
information related to financial statement disclosures?
d. Have the financial statements been prepared in confor-
mity with generally accepted accounting principles or, if
appropriate, a comprehensive basis of accounting other
than generally accepted accounting principles? Have
there been any changes in accounting principles and
methods of applying those principles? Have voluntary
changes in accounting principles been reflected in the fi-
nancial statements through retrospective application of
the new principle in comparative financial statements?
e. Have there been any instances of fraud or illegal acts
within the entity?
f. Have there been any allegations or suspicions that fraud
or illegal acts might have occurred or might be occur-
ring within the entity? If so, where and how?
g. Are any entities, other than the reporting entity, com-
monly controlled by the owners? If so, has an evaluation
been performed to determine whether those other enti-
ties should be consolidated into the financial statements
of the reporting entity?
h. Are there any entities other than the reporting entity in
which the owners have significant investments (for ex-
ample, variable interest entities)? If so, has an evaluation
been performed to determine whether the reporting en-
tity is the primary beneficiary related to the activities of
these other entities?
i. Is the reporting entity a general partner in a limited
partnership arrangement? If so, has an evaluation been
performed to determine whether the limited partnership
should be consolidated into the financial statements of
the reporting entity?
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j. Is the reporting entity a controlling partner in a general
partnership arrangement? If so, has an evaluation been
performed to determine whether the partnership should
be consolidated into the financial statements of the con-
trolling partner?
ki. Have any significant transactions occurred or been rec-
ognized near the end of the reporting period?
2. Cash and Cash Equivalents
a. Is the entity’s policy regarding the composition of cash
and cash equivalents in accordance with Financial Ac-
counting Standards Board (FASB) Statement of Finan-
cial Accounting Standards No. 95, Statement of Cash
Flows (paragraphs 7–10)? Has the policy been applied
on a consistent basis?
b. Are all cash and cash equivalents1 accounts reconciled
on a timely basis?
c. Have old or unusual reconciling items between bank
balances and book balances been reviewed and adjust-
ments made where necessary?
d. Has there been a proper cutoff of cash receipts and
disbursements?
e. Has a reconciliation of intercompany transfers been
prepared?
f. Have checks written but not mailed as of the financial
statement date been properly reclassified into the liabil-
ity section of the balance sheet?
g. Have material bank overdrafts been properly reclassified
into the liability section of the balance sheet?
78
1. Cash and cash equivalents include all cash and highly liquid investments that are
both (1) readily convertible to cash and (2) so near to maturity that they present in-
significant risk of changes in value because of changes in interest rates, in accordance
with paragraph 8 of FASB Statement No. 95, Statement of Cash Flows. 
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h. Are there compensating balances or other restrictions
on the availability of cash and cash equivalents bal-
ances? If so, has consideration been given to reclassify-
ing these amounts as noncurrent assets?
i. Have cash funds been counted and reconciled with con-
trol accounts?
3. Receivables
a. Has an adequate allowance for doubtful accounts been
properly reflected in the financial statements?
b. Have uncollectible receivables been written off through
a charge against the allowance account or earnings?
c. Has interest earned on receivables been properly re-
flected in the financial statements?
d. Has there been a proper cutoff of sales transactions?
e. Are there receivables from employees or other related
parties? Have receivables from owners been evaluated to
determine if they should be reflected in the equity sec-
tion (rather than the asset section) of the balance sheet?
f. Are any receivables pledged, discounted, or factored?
Are recourse provisions properly reflected in the finan-
cial statements? 
g. Have receivables been properly classified between cur-
rent and noncurrent?
h. Have there been significant numbers of sales returns or
credit memoranda issued subsequent to the balance
sheet date?
i. Is the accounts receivable subsidiary ledger reconciled
to the general ledger account balance on a regular basis?
4. Inventory
a. Are physical inventory counts performed on a regular
basis, including at the end of the reporting period? Are
the count procedures adequate to ensure an appropriate
count? If not, how have amounts related to inventories
been determined for purposes of financial statement
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presentation? If so, what procedures were used to take
the latest physical inventory and what date was that in-
ventory taken?
b. Have general ledger control accounts been adjusted to
agree with the physical inventory count? If so, were the
adjustments significant?
c. If the physical inventory counts were taken at a date
other than the balance sheet date, what procedures were
used to determine changes in inventory between the
date of the physical inventory counts and the balance
sheet date?
d. Were consignments in or out considered in taking phys-
ical inventories?
e. What is the basis of valuing inventory for purposes of
financial statement presentation?
f. Does inventory cost include material, labor, and over-
head where applicable?
g. Has inventory been reviewed for obsolescence or cost in
excess of net realizable value? If so, how are these costs
reflected in the financial statements?
h. Have proper cutoffs of purchases, goods in transit, and
returned goods been made?
i. Are there any inventory encumbrances?
j. Is scrap inventoried and controlled?
k. Have abnormal costs related to inventory been expensed
as incurred?
5. Prepaid Expenses
a. What is the nature of the amounts included in prepaid
expenses?
b. How are these amounts being amortized?
6. Investments
a. What is the basis of accounting for investments re-
ported in the financial statements (for example, securi-
ties, joint ventures, or closely-held businesses)?
80
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b. Are derivative instruments properly measured and dis-
closed in the financial statements? If those derivatives
are utilized in hedge transactions, have the documenta-
tion or assessment requirements related to hedge ac-
counting been met? 
c. Are investments in marketable debt and equity securi-
ties properly classified as trading, available-for-sale, and
held-to-maturity? 
d. How were fair values of the reported investments deter-
mined? Have unrealized gains and losses been properly
reported in the financial statements?
e. If the fair values of marketable debt and equity securi-
ties are less than cost, have the declines in value been
evaluated to determine whether the declines are other-
than-temporary?
f. For any debt securities classified as held-to-maturity,
does management have the positive ability and intent to
hold the securities until they mature? If so, have those
debt securities been properly measured?
g. Have gains and losses related to disposal of investments
been properly reflected in the financial statements?
h. How was investment income determined? Is investment
income properly reflected in the financial statements?
i. Has appropriate consideration been given to the classifi-
cation of investments between current and noncurrent?
j. For investments made by the reporting entity, have con-
solidation, equity, or cost method accounting require-
ments been considered?
k. Are any investments encumbered?
7. Property and Equipment
a. Are property and equipment items properly stated at
depreciated cost or other proper value?
b. When was the last time a physical inventory of property
and equipment was taken?
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c. Are all items reflected in property and equipment held
for use? If not, have items that are held for sale been
properly reclassified from property and equipment?
d. Have gains or losses on disposal of property and equip-
ment been properly reflected in the financial statements?
e. What are the criteria for capitalization of property and
equipment? Have the criteria been consistently and ap-
propriately applied?
f. Are repairs and maintenance costs properly reflected as
an expense in the income statement?
g. What depreciation methods and rates are utilized in the
financial statements? Are these methods and rates ap-
propriate and applied on a consistent basis?
h. Are there any unrecorded additions, retirements, aban-
donments, sales, or trade-ins?
i. Does the entity have any material lease agreements? If
so, have those agreements been properly evaluated for
financial statement presentation purposes? 
j. Are there any asset retirement obligations associated
with tangible long-lived assets? If so, has the recorded
amount of the related asset been increased because of
the obligation and is the liability properly reflected in
the liability section of the balance sheet?
k. Has the entity constructed any of its property and
equipment items? If so, have all components of cost
been reflected in measuring these items for purposes of
financial statement presentation, including, but not
limited to, capitalized interest?
l. Has there been any significant impairment in value of
property and equipment items? If so, has any impairment
loss been properly reflected in the financial statements?
m.Are any property and equipment items mortgaged or
otherwise encumbered? If so, are these mortgages and en-
cumbrances properly reflected in the financial statements?
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8. Intangibles and Other Assets
a. What is the nature of the amounts included in other assets?
b. Do these assets represent costs that will benefit future
periods? What is the amortization policy related to
these assets? Is this policy appropriate?
c. Have other assets been properly classified between cur-
rent and noncurrent?
d. Are intangible assets with finite lives being appropri-
ately amortized?
e. Are the costs associated with computer software prop-
erly reflected as intangible assets (rather than property
and equipment) in the financial statements?
f. Are the costs associated with goodwill (and other intan-
gible assets with indefinite lives) properly reflected as
intangible assets in the financial statements? Has amor-
tization ceased related to these assets? 
g. Has there been any significant impairment in value of
these assets? If so, has any impairment loss been prop-
erly reflected in the financial statements?
h. Are any of these assets mortgaged or otherwise encumbered?
9. Accounts and Short-Term Notes Payable and Accrued
Liabilities
a. Have significant payables been reflected in the financial
statements?
b. Are loans from financial institutions and other short-
term liabilities properly classified in the financial state-
ments?
c. Have significant accruals (for example, payroll, interest,
provisions for pension and profit-sharing plans, or
other postretirement benefit obligations) been properly
reflected in the financial statements?
d. Has a liability for employees’ compensation for future
absences been properly accrued and disclosed in the fi-
nancial statements?
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e. Are any liabilities collateralized or subordinated? If so,
are those liabilities disclosed in the financial statements?
f. Are there any payables to employees and related parties?
10. Long-Term Liabilities
a. Are the terms and other provisions of long-term liability
agreements properly disclosed in the financial statements?
b. Have liabilities been properly classified between current
and non-current?
c. Has interest expense been properly accrued and re-
flected in the financial statements?
d. Is the company in compliance with loan covenants and
agreements? If not, is the noncompliance properly dis-
closed in the financial statements?
e. Are any long-term liabilities collateralized or subordi-
nated? If so, are these facts disclosed in the financial
statements?
f. Are there any obligations that, by their terms, are due on
demand within one year from the balance sheet date? If
so, have these obligations been properly reclassified into
the current liability section of the balance sheet?
11. Income and Other Taxes
a. Do the financial statements reflect an appropriate pro-
vision for current and prior-year income taxes payable?
b. Have any assessments or reassessments been received?
Are there tax authority examinations in process?
c. Are there any temporary differences between book and
tax amounts? If so, have deferred taxes on these differ-
ences been properly reflected in the financial statements?
d. Do the financial statements reflect an appropriate pro-
vision for taxes other than income taxes (for example,
franchise, sales)? 
e. Have all required tax payments been made on a timely basis? 
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12. Other Liabilities, Contingencies, and Commitments
a. What is the nature of the amounts included in other
liabilities?
b. Have other liabilities been properly classified between
current and noncurrent?
c. Are there any guarantees, whether written or verbal,
whereby the entity must stand ready to perform or is con-
tingently liable related to the guarantee? If so, are these
guarantees properly reflected in the financial statements?
d. Are there any contingent liabilities (for example, dis-
counted notes, drafts, endorsements, warranties, litiga-
tion, and unsettled asserted claims)? Are there any
potential unasserted claims? Are these contingent liabil-
ities, claims, and assessments properly measured and
disclosed in the financial statements? 
e. Are there any material contractual obligations for con-
struction or purchase of property and equipment or any
commitments or options to purchase or sell company
securities? If so, are these facts clearly disclosed in the fi-
nancial statements?
f. Is the entity responsible for any environmental remedi-
ation liability? If so, is this liability properly measured
and disclosed in the financial statements?
g. Does the entity have any agreement to repurchase items
that previously were sold? If so, have the repurchase
agreements been taken into account in determining the
appropriate measurements and disclosures in the finan-
cial statements?
h. Does the entity have any sales commitments at prices
expected to result in a loss at the consummation of the
sale? If so, are these commitments properly reflected in
the financial statements?
i. Are there any violations, or possible violations, of laws
or regulations the effects of which should be considered
for financial statement accrual or disclosure?
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13. Equity
a. What is the nature of any changes in equity accounts
during each reporting period?
b. What classes of stock (other ownership interests) have
been authorized?
c. What is the par or stated value of the various classes of
stock (other ownership interests)?
d. Do amounts of outstanding shares of stock (other own-
ership interests) agree with subsidiary records?
e. Have pertinent rights and privileges of ownership inter-
ests been properly disclosed in the financial statements? 
f. Does the entity have any mandatorily redeemable own-
ership interests? If so, have these ownership interests
been evaluated so that a proper determination has been
made related to whether these ownership interests
should be measured and reclassified to the liability sec-
tion of the balance sheet? Are redemption features asso-
ciated with ownership interests clearly disclosed in the
financial statements?
g. Have dividend (distribution) and liquidation prefer-
ences related to ownership interests been properly dis-
closed in the financial statements?
h. Do disclosures related to ownership interests include
any applicable call provisions (prices and dates), conver-
sion provisions (prices and rates), unusual voting rights,
significant terms of contracts to issue additional owner-
ship interests, or any other unusual features associated
with the ownership interests?
i. Are syndication fees properly reflected in the financial
statements as a reduction of equity (rather than an asset)? 
j. Have any stock options or other stock compensation
awards been granted to employees or others? If so, are
these options or awards properly measured and dis-
closed in the financial statements?
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k. Has the entity made any acquisitions of its own stock?
If so, are the amounts associated with these reacquired
shares properly reflected in the financial statements as a
reduction in equity? Is the presentation in accordance
with applicable state laws?
l. Are there any restrictions or appropriations on retained
earnings or other capital accounts? If so, are these re-
strictions or appropriations properly reflected in the fi-
nancial statements?
14. Revenue and Expenses
a. What is the entity’s revenue recognition policy? Is the
policy appropriate? Has the policy been consistently ap-
plied and appropriately disclosed?
b. Are revenues from sales of products and rendering of
services recognized in the appropriate reporting period
(that is, when the products have been delivered and
when the services have been performed)?
c. Were any sales recorded under a “bill and hold”
arrangement? If yes, have the criteria been met to record
the transaction as a sale?
d. Are purchases and expenses recognized in the appropri-
ate reporting period (that is, matched against revenue)
and properly classified in the financial statements?
e. Do the financial statements include discontinued oper-
ations, items that might be considered extraordinary, or
both? If so, are amounts associated with discontinued
operations, extraordinary items, or both properly dis-
played in the income statement?
f. Does the entity have any gains or losses that would ne-
cessitate the display of comprehensive income (for exam-
ple, gains/losses on available-for-sale securities or cash
flow hedge derivatives)? If so, have these items been
properly displayed within comprehensive income (rather
than included in the determination of net income)?
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15. Other
a. Have events occurred subsequent to the balance sheet
date that would require adjustment to, or disclosure in,
the financial statements?
b. Have actions taken at stockholders, directors, committees
of directors, or comparable meetings that affect the finan-
cial statements been reflected in the financial statements?
c. Are significant estimates and material concentrations
(for example, customers or suppliers) properly disclosed
in the financial statements?
d. Are there plans or intentions that may materially affect
the carrying amounts or classification of assets and lia-
bilities reflected in the financial statements? 
e. Have there been any material transactions between or
among related parties (for example, sales, purchases,
loans, or leasing arrangements)? If so, are these transac-
tions properly disclosed in the financial statements?
f. Are there uncertainties that could have a material im-
pact on the financial statements? Is there any change in
the status of previously disclosed material uncertainties?
Are all uncertainties, including going concern matters,
that could have a material impact on the financial state-
ments properly disclosed in the financial statements? 
g. Are barter or other nonmonetary transactions properly
recorded and disclosed? Have nonmonetary asset ex-
changes involving commercial substance been reflected
in the financial statements at fair value? Have nonmon-
etary asset exchanges not involving commercial sub-
stance been reflected in the financial statements at
carrying value?
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